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THE INFLUENCE OF DISTRIBUTION COSTS 
AND DIRECT INVESTMENTS ON BRITISH 
EXPORTS TO CANADA! 


By T. E. PENNIE 


1. Introduction 

This paper is concerned with some of the problems that British manu- 
facturers have to face in the Canadian market. It will be suggested that 
the methods and costs of distributing British goods in Canada have been 
an important feature of the failure of British exports to regain their pre- 
war relative share of the Canadian market. 

The differences between the prices at which British products are sold in 
the U.K. and in Canada are often much greater than the disparity warranted 
by duty and costs of transport. In his speech at the 1954 annual general 
meeting the President of the Royal Bank of Canada drew attention to the 
high Canadian prices of British imports. He gave as examples a book that 
retailed in the U.K. for 28s., or $3.92 at the rate of exchange, which costs 
$7.50 in Toronto, and a piece of manufactured equipment which cost the 
equivalent of $112 in the U.K. but $275 in Montreal. 

Starting from simple observation of price differences, such as these, an 
attempt was made to find out how the final prices of imports from Britain 
were determined. This led to a consideration of the various methods, and 
institutions, by which products were imported and distributed. Some of 
the institutions were Canadian subsidiaries of British companies, so the 
connexion between direct investment and commodity trade had to be 
investigated. 

Published material on the structure of Anglo-Canadian trade is scarce, 
so visits were made and letters sent to people who worked in the field of 
British export trade and investment. Import merchants, agents, and 
distributors working in Montreal on behalf of British firms were visited. 
Officers of the U.K. Trade Commissioner Service helped. The duties of 
these officials include reporting on the prospects of projected export 
ventures and finding agents in Canada willing to undertake the marketing 
of products deemed to have a chance of success. Officials of Canadian 
banks and government departments made material available. Finally, 
questionnaires were sent to 260 firms believed to be Canadian subsidiaries 
or branches of British companies ; replies were received from 80 firms. 


1 The paper was read at the Nuffield College Economics Seminar in April 1955. It is based 
on a thesis ‘The Canadian market for British exports and investments in the post-war years, 
1945-1953’ submitted to McGill University in May 1954. 
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If one visits a Canadian official and asks him for his explanation of the 
British failure to increase exports to Canada the following views are likely 
to be given: 

The first concerns the quality of British products, particularly consumers’ 
goods. As highly manufactured commodities have no clear price which 
may be said to be too high relative to North American substitutes quality 
differences are invariably stressed. British goods, it seems, are not of the 
right size, colour, finish, &c. Their styling is poor and unimaginative. 
They are not in keeping with the pattern of tastes as set by the U.S. and 
accepted in Canada. 

British goods are believed to suffer from qualitative handicaps because : 


(a) Manufacturers are accustomed to sellers’ market conditions in the 
protected U.K. and sterling area markets, and so have little incen- 
tive to modify their products. 

(6) Taxation levels encourage indifference in British businessmen. 

(c) British income levels and purchase taxes have led to the develop- 
ment of commodities of a standard below the minimum acceptable 
in Canada. No Canadian housewife would, for example, want a small 
refrigerator or a hand-operated washing machine—and most people 
prefer large cars. 


If it is suggested that criticism of the nature of British goods implies 
that they are in fact too dear, the following points will be made: 


(a) If products are too far removed, qualitatively, from available sub- 
stitutes it is not realistic to talk in terms of price. 

(b) By the time a commodity has borne transportation and other 
distribution costs in Canada its relatively low initial cost will be 
buried, i.e. final price differences cannot fully offset quality differ- 
ences because a high proportion of price does not depend on quality. 


The second view concerns capital goods. Whereas taste differences are 
stressed for consumers’ goods, service differences are stressed for capital 
equipment. British manufacturers cannot make spare parts and techni- 
cians available within a few hours as can North American competitors— 
not only spare parts for the machinery supplied by the manufacturer him- 
self but spares for components. Whether it be spares or new equipment, 
three or four weeks are needed to obtain them from Britain, whereas the 
North American competitor has a factory or warehouse around the corner. 
Even when British manufacturers hold stocks in Canada they do so only 
in the major centres, perhaps in one city to serve the whole country. In 
other words, service facilities, when they exist, tend to be spread rather 
thinly. 
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The third point made is that it is difficult to find agents in Canada 
to take on British goods. The best representative organizations were 
absorbed by Canadian and American suppliers during and immediately 
after the war—leaving overseas suppliers to the new and second-rate 
agents with poor trade connexions and little capital. 

Finally it is suggested that British manufacturers will not take risks and 
lack sales-promoting ability. Unlike the U.K. and Australia, Canada is 
regarded as a difficult and awkward market. Even if an agent can be found 
he will expect 10 to 15 per cent. commission instead of the usual 2} per 
cent. Modifications of the product will be suggested, advertising and sales- 
promotion expenses will be incurred, and the market will not be profitable 
for some years. 

The comments of a British official would, with due allowance for patriot- 
ism, be similar to these views attributed to a Canadian source. So far as 
the difficulties of fitting British products into the pattern of North American 
tastes and technology are concerned, there seems to be little disagreement. 
The British do, however, lay more stress on the expense and risk involved 
in trying to establish a substantial market in Canada. 


2. The significance of Anglo-Canadian trade 


Between the wars Canada obtained about 64 per cent. of her imports 
from the U.S. and 17-5 per cent. from Britain.1 From 1920 to 1938 the 
shares did not move far from these figures. Countries other than the U.S. 
and U.K. have, individually, always had very small shares. Only Vene- 
zuela, which exports oil to Canada, has more than 1 per cent. of Canadian 
import trade. Since 1946 British exports have failed to approach their 
pre-war average share. There has been no trend towards re-establishment 
of the position. For the period 1946-52 as a whole the U.K. accounted for 
less than 10 per cent. of Canadian imports. The U.S. has, of course, 
expanded her share. In 1953 she held 73-5 per cent. to the British 10-3 
per cent. 

As an export market of Canada the U.K. is of far less importance than 
before 1939. Between the wars the U.S. and U.K. were markets of 
comparable size, each taking between 36 per cent. and 38 per cent. of 
Canadian exports. In the last few years the shares have been around 
55 and 17 per cent. British dollar earnings by exports to Canada are 
only slightly less than by exports to the U.S. Between 1949 and 1954 
Canada imported about 47 per cent. of total British exports to North 


1 Statistical material for this section was obtained from the following publications of the 
Dominion Bureau of Statistics, Ottawa: The Canadian Balance of International Payments 
in the Post-War Years, 1946-52; Review of Foreign Trade (Annual); Trade of Canada 
(Annual). 
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America which, on a per capita basis, meant that Canadians purchased 
ten times more British products than did Americans. 

British exports to Canada are highly manufactured goods. Apart from 
small quantities of raw wool, anthracite, and crude textiles they are hetero- 
geneous—and so offer plenty of scope for ‘real or fancied’ preferences. 
Chinaware and woollen and worsted piece goods are the most well en- 
trenched. Local production of chinaware is very small. Despite the strong 
position of British woollen cloth, it has not been possible to channel this 
preference into a demand for finished clothing. There are important taste 
differences, and British manufacturers do not seem to adjust their products 
satisfactorily to North American styles. The market for automobiles has 
declined steadily since the peak year of 1950, but it looks as if a small 
permanent place has been established for the British car. 

Machinery and electrical apparatus have made notable gains since the 
early post-war years, as one would expect in view of the unprecedented 
expansion of Canadian capital investment. The British contribution is, 
however, modest compared with that of the U.S. In 1952 non-farm 
machinery valued at $314 million was imported from the U.S. and $32 
million from the U.K. Electrical apparatus from the U.S. at $119 million 
compared with $18 million from the U.K. 


3. Distribution costs 


The cost of distributing goods in North America is high. It has been 
estimated that of the final prices paid for consumers’ goods in the United 
States 60 per cent. represents distribution costs and only 40 per cent. the 
costs of physical production.! The situation in Canada is similar ; distribu- 
tion costs may be rather higher than in the U.S. because of the greater 
distances and the more scattered nature of the Canadian market. These 
conditions also tend to foster monopoly elements. The costs incurred in 
selling capital goods are, of course, less than for consumers’ goods, but 
they still account for about 35 per cent. of final price. 

These sweeping averages are only useful to indicate the general atmo- 
sphere of the Canadian market. Distribution costs vary widely according 
to the individual product and circumstances.? These costs are taken to 
cover transportation, the holding of inventories or spare parts, exten- 
sion of credit facilities, advertising and other sales-promoting activities, 

1 P. W. Stewart and J. F. Dewhurst, Does Distribution Cost Too Much? (New York: The 
Twentieth Century Fund, 1939). A series of case studies of particular commodities exported 
to the U.S. was conducted by the British Export Trade Research Organization. The studies 


were published by the Dollar Exports Council, under the title Distributing Goods in U.S.A. 
(London, 1952). See also Dollar Exports Board, Dollar Sales, Consumers’ Goods (London, 


1950). 
* The ‘Market Digests’ issued by the Export Services Branch of the Board of Trade give 
typical mark-ups for a wide variety of products exported to North America. 
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packaging, the provision of service organizations for mechanical products, 
and retail margins on consumers’ goods. All profits made by firms other 
than the producers are included. There is, in fact, no institutional division 
among the costs of producers, middlemen, and retailers. Packaging and 
advertising, for example, may be done at any level of the distributive 
process, and manufacturers are to an increasing extent marketing their 
own products. For these reasons it is difficult to derive distribution costs 
from national income and employment statistics. 

For purposes of analysis the final price paid for any commodity may 
be thought of as made up of two distinct parts—the costs of physical 
production, and the rest—which may be termed distribution costs. If the 
commodity is an export from the U.K. to Canada the first cost corresponds 
to the sterling content of final price and the second to the dollar content, 
plus customs duties if applicable. If the sterling costs of physical production 
and transportation to Canada are less than the cost, in terms of dollars at 
the prevailing rate of exchange, of producing a similar commodity in 
Canada (or of importing it from the U.S.), there is a prima facie case 
of comparative cost advantage in favour of the British manufacturer. 
Whether this advantage will be made good, in terms of demand, will in 
part depend on the effects of the costs of selling in Canada. 

The reasons for distribution costs being relatively large in high-income 
countries like Canada and the United States are related to differences in 
the rates of productivity increases between the manufacturing and 
service sectors of the economy. International comparisons of real national 
incomes (such as the Gilbert and Kravis work for O.E.E.C.) show that the 
internal purchasing-power values of currencies are underestimated by the 
conversion of national incomes into dollars at the rate of exchange—and 
that the degree of underestimation seems to increase as the level of income 
falls. Wages tend to equality.in different branches of the economy, and as 
industrial productivity increases the prices of manufactured goods fall 
relatively to services. Consequently countries at different stages of 
development show divergencies between the prices of commodities and 
services. 

This argument does not imply that productivity increases have not been 
an important feature of North American distribution. However, because 
of its dispersed nature and inevitably high service content, distribution 
does not offer scope for productivity increases comparable with that of the 
manufacturing sector. Moreover, increased distribution costs have been 
closely associated in North America with reducing the costs of physical 
production. Incurring selling expenses has been a means of enlarging the 
market and of gaining economies in production. So long as total costs 
fall so will final prices. Advanced expanding economies tend, therefore, to 
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shift cost towards distribution. This is not only because of productivity 
differences, but because the standard—or ‘ quantity ’—of service rises under 
competitive pressure. 

In relating the foregoing argument to international trade, raw materials 
and simple undifferentiated commodities must be excluded. The prices 
of staples tend towards a world level, subject to initial transportation costs. 
The role of price competition is clear. Units of a commodity which are 
dearer than perfect substitutes fail to enter the distributive process. 
Major capital goods are also excluded. Hydro-electric equipment and, 
for example, the British-made rolling-stock for the new Toronto under- 
ground railway, is imported on a contract basis. Capital equipment of 
this nature is not ‘marketed’. 

For most British exports and potential exports marketing has to be 
considered. The effects of marketing costs on relative prices may be 
compared with that of car assembly in an overseas market. If the British 
had been assembling cars in Canada in 1949 the 22 per cent. devaluation of 
sterling would have meant only a 10 per cent. or 12 per cent. drop in the 
Canadian ex-works price of British cars. In a similar way, unless distribu- 
tion costs fall as the c.i.f. prices of imports fall, the effects of a devaluation 
on final prices will be reduced. If the British can land a commodity at 90 
cents and the ex-works cost of a close North American substitute is $1, 
and both commodities bear equal distribution costs of $1, the relative 
price difference at the retail level will be only half that at the production 
level. Elasticities may appear to be low because the market in which 
substitution takes place reduces the magnitude of initial price differ- 
ences. 

Whether, in fact, distribution costs will be an increasing or decreasing 
proportion of final price as initial price falls depends on the profit maximiz- 
ing behaviour of the firms involved in the distributive process. In the next 
section of the paper the various types of firms will be examined. However, 
it is clear that distribution costs have a neutral effect on the elasticities of 
demand in final markets only if they form a constant proportion of price 
as price changes. 

This appears to be the usual, implicit, assumption in international trade 
theory—but there is no a priori reason why it should be true. Although 
distribution costs are usually expressed as percentages of prices, and so 
appear to vary proportionately to price, they are based ultimately on the 
costs and profits of firms in the distributive chain. 

Professor Meade, in Volume I of the Theory of International Economic 
Policy touches on the question of distribution costs. He writes (p. 77): 


. .. even in the absence of trade barriers, the elasticities of demand in international 
trade will often be less than the elasticities of demand in domestic trade. Products 
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T. E, PENNIE 235 
of B which are imported into A may need to be serviced by merchants or distributors 
in A before they are sold to final purchasers in A. 

After giving an arithmetical example, he continues: 


Thus the more important are the services which must be provided in the importing 
country to make imported products ready for the final purchaser in that country, 
the less is the demand for imports likely to respond to a reduction in price charged 
by the foreign supplier. This argument should not be exaggerated. It is of impor- 
tance only in those cases where distributing or similar charges are an important 
element in price and only to the extent that these distributing or similar services 
cannot themselves be provided by residents of the exporting country. In the absence 
of rigid trade barriers and allowing time for adjustments, we can assume that nor- 
mally the elasticities of demand in foreign trade are reasonably high. 


Professor Meade’s optimism seems to rest on the assumptions that : 

(a) Distributing charges are a small proportion of price. This is not true 
of most British exports to Canada. (Meade used wheat as the 
commodity in his arithmetical example.) 

(6) That it is possible for the exporting country to absorb much of the 
servicing expenses. Efforts were made by British manufacturers to 
do this, but packaging and the preparation of advertising copy in the 
U.K. were discouraged when it became clear that British technique 
in these fields was inadequate for the Canadian market. The ten- 
dency of more recent years has been to increase the extent of 
Canadian servicing to ensure closer conformity with Canadian style 
and practice. 

(c) That distribution costs are fixed in absolute amount, i.e. distributors 
will not take advantage of a lower landed price to increase their share 
of final price. This is in some ways a pessimistic assumption, for 
distributors might be encouraged by lower prices to ‘push’ imported 
goods. That is, to accept lower per unit profits by maintaining 
percentage mark-ups—or even lowering them—in expectation of a 
greater total profit from a larger sales volume. 


Two aspects of high distributing costs have to be distinguished. First, 
where costs borne by both imported and local products are similar in 
absolute amount they tend to reduce relative price differences which 
exist at the production level. Second, any difference which exists between 
the marketing expenses of domestic and foreign suppliers is likely to be 
large in absolute terms, and so will make the final price of the imported 
commodity relatively high. 

There are some fairly obvious reasons why imported commodities should 
bear higher distribution costs than domestic substitutes. A local manu- 
facturer can deal directly with his customers, his factory is his base of 
operations where stocks can be held. The overseas manufacturer sells in 
Canada by some form of representation and has to set up an additional 
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link in the distributive process. Moreover, a manufacturer generally sells 
much more of his total production in the domestic than in a foreign market 
so has greater access to economies in marketing. 

A well-integrated marketing structure can give distributing cost ad- 
vantages which overwhelm any cost of production differences between 
domestic and foreign suppliers. Faced by a highly differentiated market 
the British manufacturer can either try to advertise his way into it—or 
passively allow his products to be sold, in small quantities as ‘specialties’, 
that is pseudo-luxury goods. Specialties are essentially non-advertised 
consumers’ goods which move slowly through the distributive process 
bearing high mark-ups, particularly at the retail level where they pay what 
is called ‘shelf-rent’. They are often sold in special stores which cater to 
expensive tastes, and retail at prices far above their landed costs. A slow 
rate of turnover, together with the risk inherent in handling unknown 
products, makes large margins necessary. 

Selling expenses which the British manufacturer must himself meet are 
a form of cost of entry. Although costs of entry may be necessary to build 
up a market for a differentiated product, their payment can be avoided if 
an overseas market is relatively unimportant to the firm. In domestic 
trade it is essential to build up a market of interested dealers and purchasers 
by investing in the market, and perhaps by bearing losses in the short run. 
However, it is usually possible to sell small quantities of a commodity 
abroad by merely making it available for export. The most passive 
approach is to ask the Trade Commissioners, or a bank, to find a com- 
mission agent, let him have a catalogue and a price list, and then forget 
about Canada until an order comes in. 

The decision of a manufacturer to incur costs will depend on the supply 
available for Canada and his ability to invest in the market. If he decides 
to adopt Canadian marketing techniques he must allocate to overhead 
expenses a higher proportion of anticipated revenue than he would 
require for sales in the U.K. or sterling area markets. In consequence the 
risk of loss is correspondingly greater if sales are less than was anticipated. 

In competition with U.S. suppliers the British have tremendous dis- 
advantages. American manufacturers have an access to the Canadian 
mind that British manufacturers could never hope to match. In 1950, a 
typical year, 97-5 per cent. of total Canadian imports of newspapers and 
magazines came from the U.S. It is, of course, easy to explain American 
dominance of Canadian import trade in terms of contiguity, but against 
the obvious advantages that this affords must be set the fact that Imperial 
Preference gives Britain tariff advantage and that transportation by sea 
is relatively cheap. It is possible for ships to sail into the heart of two of 
the three major Canadian population centres—Montreal and Vancouver. 
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There is little room for doubt that an important factor in the concentra- 
tion of Canadian imports on the U.S. has been U.S. direct investment. 
However, before considering investment and the institutions it has 
created, the various channels through which commodities flow from 
Britain to Canada will be described. 


4, The export-import channels 

Each type of institution is considered according to its function as viewed 
by the manufacturer in the U.K. In the nineteenth and early twentieth 
centuries this approach would not have been so appropriate, for the typical 
small manufacturer took little direct interest in overseas markets. He was 
a producer, not a merchant. Trade was, and to some extent still is, in the 
hands of the great merchant houses. However, the growing complexity of 
internationally traded commodities and the changing characteristics of 
overseas markets, particularly those of North America, have forced 
manufacturers to play an active part in the promotion of trade. 

A manufacturer who hopes to establish a substantial Canadian market 
must retain marketing responsibility as far as possible to ensure that the 
price build-up, through intermediary levels, is not excessive. It is im- 
portant, therefore, to establish the stage in the exporting process at which 
control by the manufacturer ceases; also with whom the initiative to 
export to Canada lies, and who incurs the costs of exporting and selling 
the product. If a manufacturer bears all necessary costs himself up to the 
point of ultimate sale he also bears risk. Risk and participation in market- 
ing are directly related ; the institutions to be examined are taken in order 
of increasing responsibility of the manufacturer. 

(a) The merchant exporter. The merchant is an international wholesaler 
who specializes in the export of a group of allied com1odities to various 
markets around the world in which he has established trading connexions. 
He provides producers with an outlet for their products which is, in every 
respect, the same as selling to a domestic wholesaler. The manufacturer 
does not have to consider the risks and problems of international trade, 
for his product is purchased outright in the U.K. His responsibility for 
marketing it, and his interest in it, cease there. 

Merchant exporters offer an opportunity to small firms to participate in 
export trade by purchasing small quantities from them for collection and 
dispatch overseas in bulk. By paying cash and extending credit abroad 
the merchants help to finance trade. 

In the Canadian market the disadvantages of trade by means of 
merchants have outweighed the advantages. Today, the traditional type 
of merchant who sells to a Canadian import house is of negligible impor- 
tance. Exporting in volume to Canada depends upon sales promotion and 
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the provision of services comparable with those offered by domestic and 
U.S. manufacturers. 

(b) The U.K. buying office of a Canadian firm. The large department 
stores have their own organizations in Britain and the smaller stores are 
grouped together in combined buying offices. These offices offer British 
manufacturers an easy, risk-free outlet for their products similar to that 
afforded by the merchant exporter. Unfortunately, the disadvantages 
that arise from surrendering control over marketing the product in 
Canada are also similar. If the product is not susceptible to differentiation, 
or if it is being sold through other, additional, channels, loss of control is 
not important. However, department stores purchase a wide variety of 
consumers’ goods in Britain and whenever possible obtain exclusive rights 
in the Canadian market. Obviously, if the manufacturer has a large 
supply available an exclusive arrangement would be restrictive. The 
alternative is to appoint an agent, or establish a Canadian sales office, so 
that sales can be made to department stores and other outlets. 

(c) The agency. The agency method of exporting is the most usual form. 
It is found for all types of commodities and for all scales of operation. It is 
a direct method of exporting, as distinguished from indirect exporting 
by means of merchants and buying offices which are actually in the U.K. 
Through his agent the manufacturer is concerned with the Canadian 
market and can influence the sale of his products. 

Two types of agency may be discerned. The first is the commission 
agent, as such. In numbers he dominates all other forms of representation. 
The typical agent specializes in a small group of related products—such 
as woollen piece goods. He usually represents many manufacturers, the 
number depending on the type of product and the volume of business, 
but the agencies are not, according to the ethics of the trade, competitive. 

A commission agent is primarily a salesman frequently operating, with 
very little capital, from his own home or rented office. He carries no stock 
and does not make purchases or sales on his own account. His principals 
equip him with samples, catalogues, and descriptive literature. Orders 
are secured and forwarded to the principals in the U.K. who ship the 
goods direct to the Canadian customers. The agent receives an agreed 
rate of commission on the invoice value of the goods. Commission rates 





are based on the relationship of the agent’s expenses to the volume of sales. 
Rates are as low as 3} per cent. when the number of customers to be 
approached is small—as with bulk chemicals, and are about 15 per cent. 
on consumers’ goods, the market for which is scattered. Commission rates 
are lower on commodities which are advertised by the manufacturers. 
The second type of agency is the distributive agency. The distributor 
is distinguished from the commission agent by the kind of service he 
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affords. He operates on a larger scale, takes physical possession of 
imported commodities, and is fully responsible for sale and delivery. He 
stocks complete products, and spare parts where necessary. He carries out 
the servicing of mechanical consumers’ goods and of capital equipment. 

Financial arrangements vary; the distributor may operate on a com- 
mission basis but more generally he purchases for sale on his own account. 
The distributor is in many respects a wholesaler. In domestic trade there 
has been a strong tendency for independent wholesalers to be replaced 
by manufacturers’ marketing organizations. The wholesale function of 
holding inventories and serving numerous outlets remains, of course, but 
manufacturers prefer to exercise it themselves. In international trade the 
wholesaler has retained much of his status, for the overseas manufacturer 
cannot take over his function unless he invests in a subsidiary or branch. 
The development of integrated marketing by domestic and American 
companies in Canada has enabled them to control and keep down the 
distribution costs that their products must bear. 

According to individual circumstances an agency can be a successful 
method of exporting, but it has been quite inadequate as a means of 
expanding exports to Canada on the scale that the British government 
has desired since 1945. 

The most fundamental aspect of the agency question arises from the fact 
that an agent is an entrepreneur whose primary concern is with the profits 
of his own firm. If he represents a number of manufacturers he will 
promote the sale of those products which appear to be most profitable in 
relation to the outlay he has to make. Unlike a manufacturer, an agent 
has alternative supplies of products, so his interest in achieving a large 
volume of sales, over time, of any one product is not comparable with that 
of the manufacturer. 

The basic difference, here, between domestic and international trade is 
that a manufacturer is usually his own distributive agent in his own 
country. The Canadian firm—and the American due to proximity to the 
Canadian market, or by means of a subsidiary company—is able to direct 
sales from its own establishment. The British manufacturer who appoints 
an agent actually brings in another firm to perform this function. 

The most likely obstacle to a coincidence of interests of the two firms is 
risk, and the need for capital outlays. Manufacturers who establish their 
own comprehensive selling organizations to replace distributive agents and 
expand the volume of sales, expect to incur losses for the first three or four 
years of operations. They are prepared to do this to achieve long-run 
benefits, but clearly a distributor, even if he has access to the necessary 
capital, would be interested in a much shorter run and has to set prices 
which keep his business currently profitable. 
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(d) The subsidiary marketing company and branch sales office. Invest- ‘ 
ment in a subsidiary gives a manufacturer control over the marketing of F 
his product in Canada. He is no longer passively making his goods , 1 
available for export—he is actively committed. There were 127 non- P 
manufacturing selling organizations operating in Canada in 1946, by 1952 € 
| there were 259. Twenty-five of these post-war establishments completed 
questionnaires. All the replies indicated that the firms had been set up to Q 
displace unsatisfactory agency arrangements. The firms were reluctant to | ] 
give profit figures but it was clear that as a group they had not yet been 2 
very profitable. None had remitted profits to the parent company. t 
The establishment of a subsidiary organization is essential for the 
successful marketing of most capital goods. Simple products can be sold § 
by means of a rudimentary form of representation, but purchasers of 
complex machinery have to be assured of technical service. It isnecessary, [ a 
; therefore, that the establishment of a service organization precede efforts d 
: to export to Canada. This may not appear to be economically sound until I 
a market has been gained, yet it is only by these means that a market can v 
be established. 7 

Commissions were set up by the Board of Trade to report on the problems re 
of exporting engineering products and agricultural machinery to Canada.! ' b 
The engineering mission reported that the most effective form ofrepresenta- —_[ a 
tion was a fully equipped subsidiary company, but that where the prospects fi 
for an individual firm did not warrant such an organization one should be p 
set up in collaboration with other U.K. manufacturers. There is an b 
emphasis throughout the report on the advantages of combined marketing n 
activities. The agricultural machinery mission took the idea of collabora- » «0 
tion a stage farther and recommended the formation of a ‘British Spare ir 
Parts Organization’ available to the whole industry and related industries. 

There is no evidence that attempts to form the organizations were, in C1 
fact, made. A similar type of recommendation was put forward by a se 
clothing mission.? They suggested that a ‘central marketing organization’ te 
be set up to promote the sale of British clothing and that extensive group ; 0 
representation should be considered. Nothing further has been heard of tl 
the recommendations. | 

British policy in the post-war years has been conceived in terms of B 
palliatives rather than cures. There is a tendency to assume that adequate - 
individual representation is beyond the capital resources of many firms— 
or that the Canadian market for British products will not support the Cl 
minimum scale establishments necessary. The setting up of a wholly 

a Report of the United Kingdom Engineering Mission, 1948 and Report of the Agricultural : 
Machinery Mission to Canada, 1949 (H.M.S.O., London, 1949). | 

* Report of the United Kingdom Clothing Mission, 1949 (H.M.S.O., London, 1949). 
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owned subsidiary by a group of manufacturers appears to have many 
advantages ; overhead expenses can be spread, a more extensive range of 
products can be offered, and multiplication of costly services can be 
avoided. Despite these advantages only three joint subsidiaries have been 
established since 1945. 

Group marketing retains one of the principal disadvantages of the 
agency method of exporting—a dissimilarity of interests among the 
parties concerned. The possibilities of friction among members of the 
group and the difficulties of creating a satisfactory financial structure for 
the company, have proved to be more important than economies of scale. 


5. Direct investment 

It has been suggested that direct investment in Canadian subsidiaries 
and branches can help export trade in that it affords the imported pro- 
ducts distributive facilities similar to those of local competitive products. 
However, the relationship between direct investment and imports is of 
wider significance than this. 

It is interesting to compare the British and American positions in 
Canada.! In 1946 U.K. direct investments were valued at $335 million, 
by 1952 $542 million. (The net increase in total British investment, 
allowing for a reduction in portfolio holdings and the inclusion of New- 
foundland in Canadian statistics, was only $170 million in the 7-year 
period.) In 1946 U.S. direct investments were valued at $2,428 million, 
by 1952 $4,504 million. When account is taken of control through 
minority interests, this investment gives American companies control 
over 35 per cent. of the total investment in Canadian manufacturing 
industry and 10 per cent. of the purely merchandizing institutions. 

Looking, first, at U.S.-controlled Canadian industries as potential 
customers of British manufacturers it is obvious that they form a large 
section of the apparent market for capital goods. Subsidiary companies 
tend to install the same type of equipment as their parent companies—not 
only because of familiarity with such equipment, but because they obtain 
the benefit of contract agreements made with suppliers by the parent 
companies. It is not surprising, therefore, that the best customers of 
British manufacturers of capital goods are purely Canadian organizations 
—particularly government enterprises and public utilities. 

U.S. subsidiary companies must be regarded as competitors rather than 
customers. Since 1950 U.S. direct investment has been dominated by the 
exploitation of natural resources, particularly petroleum and iron ore, 
but earlier the investment was largely in organizations to supply the 
Canadian market. 


1 Dominion Bureau of Statistics, op. cit. 
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A study of U.S. investment in Canada was made in 1936. The authors 
wished to determine the motives of American manufacturers who estab- 
lished branch factories in Canada; they made the following observations : 

While there is no way of proving the point, it is probable that the service that a 
subsidiary in the foreign market is capable of rendering has sent more American 
companies across the border than any other factor, save tariffs. Better control over 
the sales force, better adjustments to the market, closer association with the con- 
sumer, and quicker delivery of goods are all more surely obtainable through the 
medium of a local subsidiary. It must be granted, however, that in the absence of 
tariffs and consumer preferences, a well established sales subsidiary will suffice for 
those purposes.! 


If it is true that the factors mentioned were important for American 
firms, it is obviously much more true for British manufacturers operating 
from a distance of 3,000 miles. Moreover, the differences between U.S. 
and Canadian consumer preferences are comparatively slight. Canadian 
tariffs were the primary stimulus to the American branch plant movement. 
The authors referred to above suggested that the tariff preference accorded 
to the U.K. encouraged further American direct investment, and at the 
same time encouraged British firms to continue trade on an export basis. 
The higher tariffs on U.S. goods stimulated expansion of branch plants, 
and helped them to the final domination of many areas of the Canadian 
market for non-tariff reasons. 

Local manufacture is a substitute for export trade; therefore invest- 
ment and exports should be inversely related. The following suggestions, 
derived from the questionnaire inquiry, are put forward, why in the long 
run, trade and investment may be complementary, not competitive. 

(a) Subsidiaries may manufacture most of the products sold, but the 
proportion which is imported from the parent company, although small 
relative to total sales, might be significantly larger than would exist in 
the absence of a local factory. The large British chocolate manufacturers, 
for example, produce their staple lines in Canada and import the more 
specialized products, such as boxes of chocolates, from the parent com- 
panies. The buik lines advertise the imported goods and the local organiza- 
tion provides distributive arrangements for a complete range of products. 
It is in this way that the high-priced specialty market can be avoided. 

There appears to be no tendency for subsidiary companies to achieve 
complete local manufacture where a range of products is involved. The 
practice of blending the sale of local products with items from the parent 
companies, which can only be produced efficiently on a large scale, is a 
feature common to both the consumers and capital goods sectors. 

(6) The establishment of a manufacturing plant calls for the initial 


1 H. Marshall, F. A. Southard, and K. W. Taylor, Canadian-American Industry (Yale 
University Press, 1936), p. 209. 
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export of capital equipment. In the absence of a subsidiary this equip- 
ment would not have been exported, and although it does not give rise to 
dollar receipts directly it becomes part of a dollar investment. A replace- 
ment demand will be set up by firms which prosper in the Canadian market. 

(c) The process of direct investment is cumulative. Once a major in- 
dustry is established the satellite, or supplying, industries move in. These 
smaller firms are encouraged to invest in Canadian establishments by the 
knowledge that there is an assured initial market which can be used as a 
basis for expansion. A major British automobile company report that it is 
now possible to buy locally components equal to 5 per cent. of the value 
of a car. The aircraft industry is similar in this respect. 

(d) Local manufacture creates confidence in the continuity of supply 
and the availability of technical service. This is of obvious value in the 
case of mechanical products. But for all commodities both dealers and 
purchasers are more likely to build up their businesses on the basis of 
British goods if supplies are guaranteed. 

(e) Finally, an evolutionary pattern can be discerned. Agencies tend 
to be replaced by merchandizing companies, which in turn are replaced 
by manufacturing establishments, perhaps after a local assembly stage. 
As it would be irrational to replace exports by locally made substitutes 
unless the latter was a more profitable method of serving the Canadian 
market, it is evident that the same factors which lead to the establishment 
of a Canadian factory will cause a fall in exports, or a failure to expand. 
In other words, there may be no choice between losing a market to a local 
or U.S. competitor—for cost or flexibility reasons—and retaining it by 
establishing a factory. The fact that tariff protection may be obtained 
once a reasonable domestic market has been won is an added incentive. 

It might be suggested that British firms would have invested in sales- 
promotion activities, and would have been glad to set up subsidiary 
companies, had it not been for the dollar shortage. If the Treasury had 
been willing to release dollars on a worthwhile scale all might have been 
well. This is certainly not true. There is considerable evidence that ever 
since 1946 dollars have been made available in far greater quantities than 
legitimate demands for their use. 

A British manufacturer who plans to invest in a Canadian enterprise 
finds that standards and distribution methods are very different from those 
in other markets ; costs of entry are high and competition from Canadian 
and American manufacturers is intense. Close substitutes exist for most 
U.K. products in Canada, whereas discrimination against dollar goods by 
sterling area countries has limited the extent to which alternatives to 
British goods could be obtained. The availability of substitutes means 
that the establishment of a market for British products—whether exported 
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from the U.K. or produced in Canadian subsidiary plants—is a more hazar- 
dous venture then elsewhere, and one more likely to succeed only in the 
long run. 

In other words, the attitude of British manufacturers towards the 
Canadian market has not been such as to lead to closer economic ties 
between Canada and the U.K. There is, of course, no basis on which it can 
be said that their fears were not justified. One cannot help but feel, 
however, that people in this country have consistently underestimated 
Canada’s scope for economic expansion and have been all too ready to 
write off Canada as hopelessly lost to the Americans. 
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LIQUIDITY RATIOS AND FUNDING IN 
MONETARY CONTROL 


By A. E. pp JASAY 


THE Quantity Theory, and with it the belief that there is, after all, a direct 
link between the sheer volume of money and the level of prices in terms of 
money, dies hard ; perhaps it deserves to live. In his long-awaited book, 
Professor Patinkin suggests that unless we confess to suffering under a 
certain odd and irrational illusion, we all ought to profess that belief. The 
authorities in charge of monetary control in many countries, and notably 
in Britain, had already become partial converts to it around 1951. Central 
banks have accordingly been recalled to active front-line service, and have 
made their presence in the front line increasingly conspicuous. Rightly or 
wrongly, they were operating some mechanism of control over (among 
other things) the quantity of bank deposits with great vigour,—often in 
recent times, holders of fixed-interest securities and prospective borrowers 
may have thought, with too great vigour. 

In this new climate there developed throughout the spectrum of mone- 
tary literature, from the financial journals to learned periodicals, signs of 
bewilderment about how the control worked, if it worked at all. Metaphors 
about squeezing and biting, blunting and cutting, scalpels and axes, ear- 
stroking and stick-wielding multiplied, and it appeared that even if there 
were full agreement about what a change in the quantity of bank deposits 
might achieve, no agreement was in sight on how such a change can best— 
if at all—be brought about. In Britain particularly, the majority, includ- 
ing, it seems, the authorities, rallied around the view that control really 
operates via the Floating Debt. This thesis came to be ascribed to the 
Chairman of Lloyds Bank, and is alternately called the ‘Franks doctrine’ 
or the ‘new orthodoxy’. The minority regard it as a rather shapeless 
smoke-screen ; they remind their opponents that there is such a thing as the 
cash ratio, via which determination of the cash base uniquely fixes the 
volume of bank deposits. Why, then, the changed emphasis? Why was 
it necessary to devise a new method of central banking control, more 
complicated and, judging by the wide technical disagreements about it, 
much less easy to understand than what had gone before ? 

The present article is inspired by the writer’s suspicion that the mecha- 
nism currently employed defies easy understanding, not because it differs 
from orthodoxy in some complex and cunning way—the difference is quite 
straightforward—but because the old mechanism itself is also widely 


1 Money, Interest and Prices, Evanston, Ill. and New York, 1956. 
4520.3 R 
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misinterpreted. This suspicion rests on the evidence of great neglect, in 
much of the literature on monetary control, of the aims and plans of those 
who are supposed to be controlled ; for banks, like other firms in a market 
economy, are free agents within a framework of rules. The nature of the 
measures needed to make them depart from their chosen equilibrium posi- 
tion cannot be readily understood in isolation from the nature of that 
equilibrium. 

The essence of the misunderstanding is well illustrated by two state- 
ments in the opening article of a recent full-dress debate on these matters. 
A contrast is drawn between operating on the cash ratio and on the liquidity 
ratio in this manner: ‘. . . If cash is reduced by £10 millions, the banks must 
reduce their deposits by £125 millions’; while, if control is exercised 
through the liquidity ratio instead of the cash ratio, ‘for a given desired 
reduction in advances and investments, the government must therefore 
fund short-term Treasury bills in the ratio 30:70’. From this it is deduced 
that ‘... the suggested way of managing the banking system, by operating 
upon total liquid assets, will be far more onerous to the Treasury than by 
operating on the much smaller cash reserve. The above example shows 
that it would decrease the efficiency of control by 75 per cent.” 

This, of course, is a non sequitur. The fact that the cash ratio is 1:12} 
does indeed tell us that if the cash base is reduced by x, bank deposits must 
simultaneously fall by 1242; but it does not tell us what must be done in 
order that the cash base should be reduced by x. Reduction of the cash 
base is not a method of managing the banking system, but its stipulated 
result. It is the target of actions taken in conformity with some method 
of management; with a fixed cash ratio, achievement of the target of 
course implies a reduction in bank deposits and in at least some matching 
bank assets. It is meaningless to compare this result with one of the 
possible methods by which it could be achieved; we must, in formulat- 
ing a judgement, compare like with like, e.g. two methods of control, 
according to whether they do or do not rely on more than one mandatory 
banking ratio. 

Only a failure to grasp the basis of the single-ratio control mechanism 
explains this confusion: for it should be obvious that changing the cash base 
requires funding under either method of control (even if ‘funding’ is occa- 
sionally called ‘making Bank Rate effective’), and the difference between 
the old, single-ratio orthodoxy and the new, double-ratio one is simply 
that at any given height of Bank Rate, the latter renders the necessary amount 
of funding smaller than it would otherwise have to be. This is neither a 
merit nor a demerit in any a priori sense, for we cannot say whether the 


1 T. Balogh, ‘Dangers of the New Orthodoxy’, The Banker, June 1956, pp. 352-3: 
italics not in original. 
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freedom of the Treasury not to fund is more precious than the freedom of 
the banks to choose liquidity ratios; but it is a clear difference in the 
technical sense—a matter of fact and not of judgement. 

As is generally known, the control mechanism devised by the ‘new 
orthodoxy’ hinges on a gentlemen’s agreement, backed, probably unneces- 
sarily, by the oft-quoted and never-invoked paragraph 4 (3) of the Bank of 
England Act 1946. By means which are not pertinent to our purpose, the 
authorities secured an informal undertaking from the clearing banks to 
the effect that no individual bank will let its total ‘liquid’ assets (cash, 
call money, and bills), fall below 30 per cent. of its total assets on the 
average of four weeks in any month (except fractionally, temporarily, and 
with good reason). Presumably, this undertaking was sought because the 
authorities were slightly apprehensive that lower ratios may be chosen in 
its absence. For obvious reasons, only minima and no maxima were at 
this stage imposed. Much has been made at various junctures of the cur- 
rent monetary controversy of the fact that, at least since the 1930's, the 
major London clearing banks were carrying something either side of one- 
third of their assets in ‘liquid’ form, supposedly as a means of cushioning 
their cash reserves from seasonal and other shocks, so that the new ortho- 
doxy merely transformed an established practice into an officially sanc- 
tioned rule. Clearly, if the authorities had simply persuaded the banks to 
do what they would have done anyway, there was little point in the 
persuasion. 

It appears, however, that since the official request to regard 30 per cent. 
as the ‘floor’, the banks have been content with actual liquidity ratios of 
only a few per cent. above the floor, and at times not above it at all. 
Bankers are reputed strongly to dislike proximity to floors; they are said 
to have kept a big, fat cushion of liquid assets for that reason. Since the 
official hand raised the liquidity floor, they make do with a very much 
thinner cushion and often sit on the floor itself. This might raise the 
question whether the former role of the liquidity ratio was in fact wholly 
or even largely that of cushioning the cash reserve, and not that of restrict- 
ing ‘output’ and keeping yields on the main assets, investments and 
advances, above what they would have been had the banks utilized their 
full ‘credit potential’ in the face of a somewhat stagnant demand. Econo- 
mics is not quite at a loss for theories on the behaviour of a small group of 
interdependent sellers sharing a market characterized by a rather inelastic 
demand function ; yet it is content to analyse banking in terms of habitual 
ratios and safety margins. 

Be that as it may, it is certainly not proven that the imposition of 
liquidity minima was but a redundant gesture, which made no difference 
to the actual ratios the banks would have chosen in a period when the 
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demand for credit was not stagnant, but booming. If this was nevertheless 
the case, nothing further need be said: there is no new factor in the situa- 
tion, the new and the old orthodoxy are identical. But if the new ortho- 
doxy does have the effect of obliging the banks to work to a higher liquidity 
ratio than they otherwise would, a comparison of the two orthodoxies 
becomes a revealing exercise. 

If the banks are at liberty to run down their liquidity ratios when it 
seems worth their while to do so, an open-market sale (aimed, via the cash 
ratio, to reduce bank deposits below what the banks, in the light of existing 
and expected interest rates, regarded and have chosen as optimal) must 
ex hypothesi induce them to use the means at their disposal for preserving 
their—presumably preferred—position. They must send the discount 
market into the Bank so as to get the cash needed for maintaining their 
balance-sheet total. The net effect of the open-market sale in the book- 
keeping sense is that the banks directly or indirectly take up the securities 
the Bank has sold, their call loans to the discount market decrease by the 
same amount, and the item ‘Government Securities’ in the Bank Return 
decreases as the item ‘Discounts and Advances’ increases. There is no 
change in the cash base and in bank deposits. When the Treasury bills 
transferred from the market to the Bank mature, they can be paid off 
either from the proceeds of a new issue of bills to cover all maturities in- 
cluding those in the hands of the Bank under Discounts and Advances, or 
by the sale of other securities, i.e. by funding. 

If the first course is taken, the former situation repeats itself: we are, 
with Mr. Manning Dacey, ‘once again just going round in circles’! If it 
was not profitable for the banking system to change its deposits in the face 
of the existing pattern of Bank Rate and gilt-edged yields last week, it will 
not be profitable to do so this week or the next. So long as the Bank keeps 
its front door open to all comers, and the threshold—Bank Rate—at a given 
height, the door will be used unless the incentive to do so changes. There 
is, of course, no reason why the banks should themselves have to cross that 
threshold, and be continuously indebted to the central bank as their sisters 
in, for instance, Germany and France are. It is possible to compound the 
entrance fee for a great many occasions; in other words, the banks can 
make arrangements for the discount syndicate to step in and perform 
certain work whenever the banks are reluctant to reduce their deposits to 
the level thought desirable by the authorities. ‘Rather than borrowing 
from the Bank at a penalty rate, they can lend to the discount market at a 
concessional rate. The compensatory character of this concession need 
not, of course, be overtly formulated ; indeed, it can simply be expressed 
in the vague phrase that ‘when money is tight, we must stick together’. 


1 ‘The Floating Debt Problem’, Lloyds Bank Review, April 1956, p. 29. 
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The City, where gentlemanly ways of doing business must become second 
nature to those who hope to succeed there, is well suited for such informal 
arrangements. The clearing banks keep the charge on ‘regular’ money to 
the discount market 1} per cent. below Bank Rate year in and year out. 
‘Regular’ money is about two-thirds of total call money lent by the clear- 
ing banks. It is never called in practice, so that it does not represent any 
extra ‘liquidity’ over and above that attaching to Treasury bills. The 
margin between the regular money rate and the bill rate—at the time of 
writing, about 1} per cent. on about £285 millions of regular money, corre- 
sponding to an annual rate of roughly £3-5 millions,—can thus best be 
understood as a subsidy paid by the clearing banks to the discount market, 
in return for which the latter broadly adjusts its policy of tendering for 
Treasury bills to the needs of the banks, and shoulders the burden of 
borrowing from the Bank. In the limit, the burden it will be prepared to 
shoulder, and its willingness, as a residual tenderer, to bid for bills at less 
than Bank Rate in a period when it is in the Bank practically all of the 
time, in fine, its readiness to maintain its ‘output of credit’ above the level 
which would allow it to equate marginal revenue with marginal cost, will 
be exactly balanced against the value it places on its informal coalition 
with the clearing banks in this truly Neumannian ‘general game’. Until 
that limit is passed—and current experience in the ‘credit squeeze’, with 
the market’s indebtedness to the central bank usually averaging less than 
one-tenth of the volume of call money it receives from the clearing banks, 
gives no grounds for believing that it can easily be passed—the preferred 
balance-sheet totals of the clearing banks will not be affected by the fact 
that cash is bought from the Bank not directly, but through an adequately 
remunerated intermediary. 

To effect a change, the second alternative course must be taken. The 
funding operation must continue, with the government broker peddling 
out stock at a price he can get, the banks taking it up and in exchange 
returning bills to the Bank at the price set by the latter, until the pattern 
of rates changes sufficiently to induce the banks to retain their remaining 
money market assets, allow their cash to fall, and correspondingly to reduce 
their other assets; or, in the logically extreme limiting case, until they 
have no more money-market assets left. Under the new orthodoxy, with 


1 It is perhaps significant that comments on monetary control by those close to the 
market—The Economist, The Banker, and the interesting editorial article in Lloyds Bank 
Review quoted above, spring to mind—tend rather lightly to dismiss the familiar argument 
that because the discount market ‘loses’ by being in the Bank, it will not do so con 
tinuously. In his letter in The Economist of 2 June 1956, Mr. Newlyn takes the Editor to 
task for tacitly assuming that the market will keep on hiring cash from the Bank although 
the bill rate is below Bank Rate. But since those most familiar with the City know 
best that the market’s very existence depends on its usefulness to the banks, this assump- 
tion is perhaps natural. 
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a mandatory minimum-liquidity ratio, the limiting case is modified to 
read: ‘until their liquidity ratios fall to the mandatory minimum.’ Thus 
it is clear that the setting of (high) minimum liquidity ratios is technically 
a perfect substitute for funding when the authorities wish to contract the 
volume of money. Similarly, when they wish to expand it, the setting of 
(low) maximum liquidity ratios is a perfect substitute for unfunding, i.e. for 
open-market purchases of securities and a matching increase in the out- 
standing Floating Debt. In a cheap-money drive, unless maximum ratios 
are imposed, the banks may respond to an increase in the cash base simply 
by pushing short rates down, so that the slope of the yield curve is made 
steeper, instead of medium and long rates falling significantly. 
The burden the Treasury must assume as the price of a given reduction 

in bank deposits can best be defined as the total of two sums, one always 
positive, the other of uncertain sign. The positive burden is the interest 
charge on securities of a value equal to the eventual fall in the case base 
(i.e. to the net change in the assets of the Bank in both the Banking and 
the Issue Departments). Bankers’ Deposits and the Note Issue cannot fall 
without someone being paid to carry the securities the Bank refuses to 
carry. The second component of the burden is the (positive or negative) 
difference between the interest charge on the total outstanding National 
Debt before, and the interest charge after, its composition was changed by 
the funding required to bring about the desired reduction in the cash base. 

Whether or not this is a positive burden depends, on the one hand, on the 

Treasury bill rate and the effective redemption yield of the stock by which 

the bills are replaced in the course of the funding ; and, on the other hand, 

on the pattern of these rates at all dates in the future during which, instead 

of now, the funding might have been carried out. The latter, of course, 

can at best be forecast in the light of the government’s longer-range policy 

about interest rates, if indeed such a policy is formulated. But it seems safe 
to say that generally, whenever the bill rate is higher than longer rates 

(so that funding appears to promise a saving in the short run), longer rates 
are thought likely to fall (so that funding now rather than in the future 
may be assumed to involve an extra burden and to offset the short-run 
saving), and conversely if the bill rate is below longer rates. 

If, on balance, funding is not regarded as a net extra burden, there is 
no reason for anxiety about the cost of monetary control on account of the 
funding the authorities have to do ; while if it is so regarded, the less funding 
is needed to bring about a given fall in the cash base the better—at any 
rate for the Exchequer. The new orthodoxy, with its mandatory second 
ratio, sets two easily calculable limits within which the necessary amount 
of funding must lie. The lower limit is equal to the desired reduction in the 
cash base itself. This is also the lower limit under the old orthodoxy. The 
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upper limit is the sum total of (a) the ‘cushion’ or ‘excess liquidity’ in the 
banking system (the volume of liquid assets carried by it over and above 
that needed to establish the minimum liquidity ratio), and of (b) the 
desired reduction in aggregate deposits multiplied by the mandatory mini- 
mum ratio. To illustrate with a numerical example, if total clearing bank 
deposits are 1,000, the minimum ratio 30, and the actual ratio 33 per cent., 
and the target is to reduce deposits to 900, the maximum amount the 
authorities could possibly find themselves obliged to fund would be 60, 
made up of 30 to absorb excess and 22 to absorb mandatory liquid assets, 
and 8 to absorb cash. Without a mandatory ratio it would be conceivable, 
though of course highly improbable, that the composition of the National 
Debt would have to be altered to an extent sufficient to mop up not only 
‘excess’ liquidity, but all of the banks’ money-market assets before the 
authorities could get at the margin of their cash reserves and hence at 
bank deposits. 

In the circumstances when the setting of minimum liquidity ratios makes 
any difference at all, it is clearly to reduce the required amount of funding, 
so that if and when funding is a burden, it reduces that burden. Those 
who argue to the contrary, and who believe that the need for a reduction 
in short-term borrowing by the government has only arisen since, and 
because of, the new-fangled stress on the second ratio, rest their case on a 
mistaken view of the technique of monetary control as it would operate in 
the absence of such a ratio. 

One reminder about the nature of funding may not be out of place here. 
The Floating Debt may be funded either by new issues, or by departmental 
sales, of gilt-edged. The Departments sell old stock, carrying perhaps a 
low coupon rate, while a new issue would have to carry a rather high 
coupon rate in order to be taken up; and therefore it is sometimes said or 
thought that if one can avoid issuing new stock, one should do so. How- 
ever, open-market sales by the Departments can only be made at prices 
which give the same effective redemption yield as would a new issue of the 
same maturity, and thus, apart from considerations of indivisibility in new 
issuing, the argument in favour of funding by open-market sales really 
rests on the view that the floating of a new stock with a very high coupon 
rate damages the credit of the government, and is a step towards the 
Balkanization of its finances, while open-market selling below par is not. 
This is a perfectly respectable view, but it is as well to realize that it is not 
based on any direct comparison of the costs of the two ways of funding. 


NUFFIELD COLLEGE, 
OXFORD 











ANALYSIS OF THE GENERATION OF 
PRICE INFLATION 


A STUDY OF COST AND PRICE CHANGES IN 
THE UNITED KINGDOM, 1946-54! 


By J.C. R. DOW 
INTRODUCTION AND SUMMARY 


(1) This paper is a statistical analysis of cost and price changes since the war, and 
tries to explain why prices rose. 

(2) Part I presents estimates of the price (average value) of total final outlay, 
which are derived (see Table I) with minor adjustment from the official estimates 
of national income and expenditure. Separate estimates are given of the price of 
business output gross of imported material content but net of indirect taxes. Final 
prices are estimated to have risen 48 per cent. between 1946 and 1954. Of this the 
import-cost component accounts for almost one-quarter, labour costs for almost 
one-half, and unit gross profit margins for about one-fifth (see Table V). Similar 
analysis is made of the rise in the price and costs of ‘business output’. There is 
reason to believe, however, that these cost components were themselves inter- 
related, i.e. wages (and hence labour costs) rose when prices rose; and absolute 
profit increases were associated with rising costs. 

(3) Part II attempts to carry the analysis farther by exploring these inter- 
relationships. A hypothesis is first proposed, cast for convenience in the form of an 
algebraic model, consisting basically of two assumptions concerning the behaviour 
of labour costs and profits respectively: namely, that previous prices are a main 
influence on money wages and salaries, and that prices are mainly determined by 
previous (labour plus import) costs. If such a system inherits a rising price trend, or 
has injected into it a rise in import costs, it will tend to generate a sequence of rising 
prices in subsequent periods. Unless all costs increase in proportion, the sequence 
will be damped. It is shown that a rising trend of productivity can act as a powerful 
damping factor, but only if real wages and salaries (or, more strictly, the excess of 
increases in money incomes over lagged price changes) increase less rapidly than 
productivity. 

(4) Room is left in the formulation of the model for the possible influence, both 
upon labour costs and profits, of changes in the pressure of demand. Examination 
of the actual behaviour of labour costs and of profits suggests that demand is capable 
of modifying the responses of the system at each stage; but it seems unlikely that 
such modifications would completely offset strong cost impulses. If this is correct, 
the model can still be used as a tool of analysis. 

(5) An attempt is then made to see how far the historical development can be 
explained in these terms. It is difficult to know how much labour costs would have 


1 This study was made possible by the award to the author over the past two years of a 
Leverhulme Research Fellowship, and is part of a more general inquiry by the National 
Institute of Economic and Social Research into the behaviour of the British economy and 
the effect of economical and financial policy in the post-war period. Mrs. Moira Salter 
acted as research assistant during the first year, and was responsible in particular for 
the classification of imports. Mr. L. A. Dicks-Mireaux assisted as a research officer in the 
later stages of the work, and to him is due the Mathematical Appendix. Acknowledge- 
ment must be made of assistance by many statisticians in government departments. Much 
is due to Mr. W. A. B. Hopkin and others who criticized drafts. 





o 2 


aeo we we 


a mr er  — — = DD 





+O mm @ . oe 


Oar 


rR eVuw TN FO ee 


Vw seo erielverelUrhrlhlh! 


a a a a 





J. C. R. DOW 253 


risen if prices had been stable, for prices were never stable long enough to provide 
evidence. Apart from this important qualification, general reasoning suggests that 
if import costs had not risen, the system might have been fairly stable, and that the 
price rise inherited from the war might have been fairly quickly damped out. The 
rise in import costs, however, even if it had taken place smoothly and under the 
most favourable internal conditions, was at the limit of what the system could 
tolerate without generating a cost-price spiral. Taken in conjunction with the in- 
herited price rise, the rise in import costs explains most of the price rise which 
occurred. These deductions are in general confirmed by a year-by-year analysis of 
the generation of price increases (see particularly Table XIV). Import costs did not 
in fact rise smoothly: the sudden rise in 1950-1 lifted United Kingdom costs and 
prices to a new high level; the subsequent fall in import costs helped to ‘kill’ the 
repercussions which the first rise would otherwise have generated. This phase was 
therefore over by 1953. It is suggested that 1954 saw the beginning of a develop- 
ment hardly met with earlier in the post-war period: price inflation generated by 
purely internal forces. 

(6) Part III attempts to bring together some of the implications for policy. The 
analysis suggests that measures to affect demand are only one of the kinds of action 
that can be taken. 


I. Aggregate Estimates of Costs and Prices 


(i) Problems of Estimation 


1. The aggregate indices of costs and prices used here are derived from 
the official estimates of the volume and value of national output. All 
references are to the 1955 Blue Book. 

2. The object of the study is to examine changes in the price of output 
and their relation to cost changes. It seems best in this context to include 
only output which is actually sold on the market and hence to exclude 
government output. Any price attributed to the latter must be notional ; 
and, unlike other kinds of output, no profits are earned in producing it. 
The official estimates have therefore been adjusted to exclude the incomes 
of, and output attributed to, government employees engaged in public 
administration and defence and in the public health and educational 
services.! 

3. Total final sales, adjusted to exclude government output, but in- 
cluding sales to stock, will be called here final outlay. This may be con- 
sidered to consist of either total imports, and business (i.e. non-govern- 
ment) output net of import content; or, alternatively, final imports and 
business output gross of import content. The term business output is 
here used to mean output gross of import content, and gross also of 
depreciation. Business output, excluding output put into stock, will be 
called business sales. In some parts of the analysis profits will be treated 
(as usual in national income analysis) as a factor cost; at other times 


1 The Statistical Appendix, in which the methods used to make this adjustment are 
described, has had to be held over for publication in the next issue of this journal. 
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profits will be treated as a residual or margin between price and (import 
plus labour) costs. Where the usage is not clear from the context the 
terms factor cost and prime cost will be used. 

4. The Blue Book gives estimates for years 1946-54 of the current value 
of imports of goods and services, of labour and other incomes, and of net 
indirect taxes. These are shown in Table I, items 1-5. Their total is the 


TABLE I 


The Price of Final Outlay and Factor Cost Components of Final Prices, 





























1946-54 
1946 1948 1954 
Current Value Series 
(£ million) 
1. Imports of goods and services. < “ ‘ 1,668 2,197 3,602 
2. Labour incomes . 6 4 i . cf 4,457 5,756 8,730 
3. Trading profits and other incomes . . . 3,177 3,799 5,389 
4. less stock appreciation . . : . - | —125 | —325 —75 
5. Net indirect taxes . , ; r 2 1,164 1,449 2,050 
6. Total final outlay at market prices . . . | 10,341 | 12,876 | 19,696 
Volume Series 
(£ million, 1948 prices) 
7. Total final outlay . ; ° ; ; - | 11,985 | 12,876 | 15,446 
Average Value Series 
(1948 = 100) 
Contribution of: 
8. Unit import costs . - ° ; ‘ . 13-9 17-1 23-3 
9. Unit labour costs . . ‘ . ; 37-2 44-7 56-5 
10. Unit trading profits and other incomes. . 26-5 29-5 34:9 
11. less stock appreciation . ° . . - {| —10 —2°5 —0-5 
12. Unit indirect taxes (net) . 3 é s 9-7 11-2 13-3 
13. Price of final outlay . . ; . ° 86-3 100-0 127-5 





Source: Blue Book, tables 1, 7, and 12, except that items 2, 6, 7, and 9 exclude 
government output. For latter see Statistical Appendix (to be published later). 


value of final outlay. An estimate can also be derived from the Blue Book 
of the volume of final outlay. Estimates of costs and prices can thence 
be derived. Thus, division of the current value total (item 6) by the volume 
total (item 7) gives an index of the price (average value) of final outlay 
(item 13). Similarly, division of each of the input components (items 1-5) 
by the same volume total (item 7) gives the contributions (items 8-12) of 
each type of factor cost to the price index. 

5. The volume series is derived from the official estimates of national 
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expenditure at constant prices.!_ Data permitting, these are obtained by 
revaluing separately at the appropriate 1948 prices each homogeneous 
group of goods and services. The price estimates obtained by dividing 
current expenditure on all items by the corresponding total at 1948 
prices are therefore current-weighted arithmetic averages. 

6. There are two main advantages in cost and price estimates derived 
by this method. First, it ensures that the indices of costs are fully con- 
sistent with the price index. Other indices exist more or less appropriate 
for measuring some but not all of the main cost components. If these were 
used there would still be an unexplained residual; hence there would be 
no indication of the size of errors due to discrepancies in weighting and 
coverage. On the method used in Table I, however, we know that the 
current value of the input items (1-5) adds up to the value of final outlay. 
The estimates of costs (8-12) must therefore be consistent with that of 
prices. 

7. Second, price estimates so obtained gain by incorporating not only 
the available information about prices but information also about incomes 
and output. In national income estimation the estimate of income can be 
checked against that of expenditure at current prices. With the Blue Book 
(table 1) estimates, the two totals agree closely each year. Estimates of 
the volume of output can similarly be checked against estimates of 
expenditure at constant prices. As estimated in the Blue Book (tables 12 
and 13) these two totals agree fairly closely over the period 1946-54, 
though not in each separate year. These comparisons support belief in 
the substantial accuracy of the estimates of the current value and the 
volume of final outlay, upon which the present price estimates depend. 

8. The categories of income and expenditure used in national income 
work have been chosen for their economic significance and therefore 
provide a good conceptual basis for cost and price analysis. Aggregative 
treatment can admittedly give only a summary picture of cost and price 
changes. In many ways it would be desirable to divide the economy into 
five or six industrial sectors, and study price formation in each, and the 
transmission of costs between them. Though the Blue Book (table 16) 
contains separate production accounts for some industrial groups in terms 
of constant prices, sufficient information is not at present available to 
construct separate ‘cost and price accounts’ for the main industrial groups. 

9. A more refined aggregative treatment is attempted in Table II, 
which gives estimates of the costs and prices of business output as here 


1 The volume series (item 7 of Table I) is obtained from the revalued expenditure total 
(Blue Book, table 12) not the alternative indices of national product (Blue Book, table 13). 
The two diverge most seriously in 1950. The possible error in the price series will be noted 
later (para. 13). 
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defined (i.e. inclusive of the cost of imported materials, but not of final 
imports). Indirect taxes are excluded and treated as taxes on expendi- 
ture, not input.1 The estimates of business output already used, valued 
at current and 1948 prices (items 2-4 and 7) are combined with estimates 
of the cost of imported materials (items 1 and 6). 


TaBLeE II 
The Price and Factor Costs of Business Output 
1946 1948 1954 








Current Value Series 





(£ million) 
1. Imports of materials — netsiaie for 

changes in stocks . . 880 1,372 2,112 
2. Labour incomes . ; ; 4 4,457 5,756 8,730 
3. Trading profits and iinet incomes . ; ; 3,177 3,799 5,389 
4. less stock appreciation . : ° . - | —125 | —325 —75 
5. Value of business output . ‘ "i ‘ 8,389 | 10,602 | 16,156 





Volume Series 
(£ million, 1948 prices) 
6. Imports of materials roughly a for stock 














changes ‘ 1,249 1,372 1,655 

7. Value added = British niadeons : R : 8,402 9,230 | 11,135 

8. Volume of business output. ‘ ; ‘ 9,651 | 10,602 | 12,790 

Average Value Series 
(1948 = 100) 
Contribution of: 

9. Unit cost of imported materials . : ; 9-1 12-9 16-5 
10. Unit labour costs . : : 46-2 54:3 68-3 
11. Unit trading profits and other i incomes . . 32-9 35:8 42-1 
12. less stock appreciation . ‘ : : : —1:3 —3-0 —0-6 
13. Price of business output oa > ‘ 86-9 100-0 126-3 











Source: Items 1 and 6 from Trade Accounts as explained in text; items 2, 3, 4, 
and 7 as for Table I. 


10. The estimates for imported materials exclude final imports (as 
well as all invisible imports) and are based on detailed examination of the 
Trade Accounis.2 An attempt was also made to exclude the effect of 


1 The estimate of real business output thus depends on the official estimate of ‘domestic 
product at factor cost’ (Blue Book, table 12, second part). J. L. Nicholson (‘National In- 
come at Factor Cost or Market Prices’, Economic Journal, June 1955), may be correct in 
querying the method used to obtained this, however paradoxical his positive conclusions. 

* The laborious procedure of segregating items in the T'rade Accounts which appear to be 
chiefly finished goods is described in the Statistical Appendix (to be published later). The 
segregation followed the general lines adopted for the official input-output estimates for 
1950 (Blue Book, table 17). Highly fabricated metal goods, however, proved difficult to 
classify. Hence motor-cars were treated as consumer goods; and the rest as investment 
goods, though in fact many will be components, and hence input. 
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fluctuations in stocks of imported materials, which would be capable of 
seriously distorting estimates of both costs and prices when obtained by 
the methods used here. Available information on stocks of such materials 
appeared too incomplete for use ; and it was therefore simply assumed that 
the ‘volume’ import content of business output was constant at its 1948 
level. Though rough, the adjustment is simple, and probably better 
than any alternative available. 

11. The resulting estimate of the value of business output is probably 











Taste IIT 
Price of Business Output and of Final Outlay 
(1948 = 100) 
1946 1948 1950 1952 1954 
As contributions to price of final 
outlay : 
Business output. 70-0 82-3 87-0 104-5 104-6 
(Final imports and other items) (6-6) (6-5) (8-0) (8-1) (9-6) 
Net indirect taxes . : 9-7 11-2 11-6 13-2 13-3 
Price of final outlay ‘ : 86-3 100-0 106-6 125-8 127-5 
Price of business output. ‘ 86-9 100-0 105-2 126-0 126-3 




















an approximate indication both of the absolute size and of the annual 
changes in such output. It is, however, a rough estimate only, since it 
excludes all invisible expenditure abroad (though much of the latter is 
in fact business expenditure), and double-counts the British share of the 
c.i.f. margin on imports. 

12. The relation between the present estimate of business output, and 
the previous estimate of total outlay, is summarized in Table III. Business 
output, as here defined, accounts for over 80 per cent. of final outlay at 
market prices, or over 90 per cent. at factor cost. Apart from indirect 
taxes, the residual (bracketed) is accounted for chiefly by imports of final 


1 Imports of materials have fluctuated considerably from year to year; and comparison 
with the changes in output suggests that much of the fluctuation was due to changes in 
stocks. There is considerable information available about the quantity of stocks held by the 
government and other importing agents, and in some cases by consuming industries. From 
this, value estimates were made by applying price series derived from the T'rade Accounts. 
(It is intended that thers estimates will later be published in a National Institute study by 
Mr. M. FG. Scott on United Kingdom import trends.) Even after correction for these 
recorded stock changes, the volume of materials imported still showed erratic fluctuation 
as compared with the volume of output. Inspection of the series suggests that in 1948 
consumption of imported materials approximated to actual import, and that in other years 
consumption varied more closely with output than with import. The aggregate input- 
output ratio for the economy cannot of course have been perfectly constant. Shifts in the 
composition of output (as between industries with differing import coefficients) have been 
significant over the period as a whole, and important also during the recession of 1952. 
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goods and of services. But it includes also components due to the exclusion 
from the estimate of business output, but not from that of final outlay, of 
stocks of imported materials in this country, and of what may loosely be 
called ‘British-owned imports afloat’; and to the double-counting in the 
former total of the British share of the c.i.f. margin on imports. Little 
significance attaches therefore to this residual item. 


(ii) The Main Price Series 


13. Table IV shows price indices for the main categories of final outlay. 
The index of total final prices (1948 = 100) rose from 86 to 127 (48 per 
cent.) between 1946 and 1954. One possible cause of inaccuracy has 
already been pointed out (p. 255, n. 1): namely, that there is a discrepancy 
between the expenditure and output estimates of the volume of national 
product. The discrepancy, immaterial over the whole period, in some years 
is significant. In particular, if the output indicators had been used, the 
rise in prices between 1949 and 1950 would have been shown as about 2 
(instead of about 4) per cent.; while between 1950 and 1951 it would have 
been shown as about 11 (instead of 9) per cent. 

14. It did not prove possible, in calculating the average value of final 
outlay, to remove changes in stocks of imported materials from the value 
and volume series. The prices of such materials have, however, fluctuated 
much more violently than that of final outlay ; and it might be suspected 


1 It was originally hoped to present a fully integrated series of estimates of cost and price 
changes; and it would have been more satisfactory to fit additional detail into the 
national income framework, rather than to present the estimate of business output as an un- 
related total. A good series for business output, gross of import content, requires a detailed 
classification of imports and detailed price information, both of which can only be got from 
information given in the Trade Accounts. It is difficult to incorporate this into national 
income estimates, for the ‘foreign’ items in the latter are on a ‘payments’ basis. If ‘trade’ 
estimates were to be substituted, definitional adjustments to other items in the national 
accounts would be needed. In particular, if imports are to be measured at the time they 
arrive in this country rather than at the time they are paid for, and exports correspondingly, 
the item investment in stocks must be defined to exclude what may loosely be called ‘ British- 
owned stocks abroad or on the high seas’. (In fact some stocks held in this country are 
owned by non-residents.) Similarly, if imports are to be measured inclusive of the cost of 
shipping and insurance, the output of, and incomes earned in, British shipping and insur- 
ance must be so defined as to exclude that part of the c.i.f. margin on British imports which 
accrues to British firms. At present it is not possible to reconcile satisfactorily the trade and 
payments figures for imports. A comprehensive attempt to incorporate trade rather than 
payments estimates into the national income accounts was, therefore, though with reluc- 
tance, abandoned. This remains an untidy spot in the statistical landscape, worth tidying 
up for the sake, for example, of knowing more about import-output relations. In spite of 
the difficulties, the best approach would still seem to incorporate ‘trade’ estimates of the 
foreign items in the national income accounts. The alternative would be to find some way of 
fitting to the ‘payments’ figures commodity detail and price information derived from the 
Trade Accounts. In the absence of a satisfactory reconciliation between trade and payments 
figures, it is doubtful whether the latter procedure can be satisfactory—as indeed whether 
the present official estimate of the ‘volume’ of payments for imports and exports, on which 
the first of the present series of estimates depends, is itself very dependable. 
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that their inclusion would distort the overall index. This, however, 
appears not to be the case: the last line of the table shows an index of the 
price of final outlay from which investment in stocks of all types is excluded, 
the movement of which is almost identical with that of the more inclusive 
index.! 

15. Table IV shows the divergent movements of the prices of goods and 
services going to different types of final expenditure. Much of this diver- 


TABLE IV 


Indices of Market Prices of Final Outlay, 1946-54 
(1948 average values = 100) 





1946 | 1947 | 1948 | 1949 | 1950 | 1951 | 1952 | 1953 | 1954 








1. Consumers’ purchases . . | 87-0 93-0 100 102-4 | 1058 | 1145 | 121-0 | 123-1 | 125-2 
(a) of which, food. ‘ s 86-8 93-5 100 104-5 | 111-6 | 122-1 | 1356 | 142°5 | 146-9 
2. Government purchases . | (82-3) | (96-6) | 100 100-7 | 106-6 | 118-4 | 127-2 | 133-2 | 133-4 
8. Fixed investment ‘ | 92-2 100 102-6 | 106-9 | 119-8 | 131-9 | 132-4 | 134-3 
of which 
(b) Plant hinery and vehicl wt 91-1 100 103-2 | 108-0 | 120-4 | 135-6 | 1366 | 138-0 


(c) Building and construction . ae 93-4 100 101-8 | 105-7 | 119-1 | 1283 | 1285 | 130-8 
4. Exports of goods and services | 84-4 92-4 100 103-4 | 109-6 | 129-8 | 137-6 | 130-4 | 128-0 


(d) Shipments of merchandise 
exports . . ‘ . 81-5 91-3 100 103-3 | 108-7 | 127-1 | 134-8 | 130-4 | 127-1 




















5. Total final outlay P r 86°3 93-0 100 102°5 | 1066 | 118-5 | 125°8 | 126-4 | 127-5 
(e) Total excluding invest 
in stocks . . . 86-2 93-0 100 102-5 | 106-7 | 1183 | 125-8 | 126-4 | 127-5 

















Source: Items 1, 3, and 4, Blue Book, tables 1 and 12; item 2 as in Appendix, part I; item (a), Blue Book, 
tables 21 and 22; items (b) and (c), Blue Book, tables 46 and 47; item (d) from Trade Accounts, &c., and 
therefore not strictly comparable with 4; items 5 and (e) as for Table I above. 
gence can probably be explained by the differing industrial derivation of 
the various types of final expenditure; and a reasonably full account of 
price changes would require a separate analysis of costs and prices in 
each of the main industrial groups. Consumers’ prices rose somewhat 
less rapidly than the average over much of the period, despite the rela- 
tively large increase in the price of food (item 1). The price of fixed 
investment rose more than average because of the rise of metal goods 
prices (item 3). The latter also affected the price of exports (half merchan- 
dise exports being metal goods), as did the fall in price of textiles, and 
some other types of manufactured goods, after 1951. Metal goods became 
important in government purchases after 1951, which may account for the 
rise in the price of government purchases in the second part of the period. 

16. The average index of final prices, being an average value index, 
reflects the changing pattern of final sales, as well as changes in the price 
of different types of output. In the present case, however, the divergences 


1 One reason is that the weight of investment in stocks of imported materials is in any 
case small. In addition, the average value series implied by the official estimates of invest- 
ment in stocks (Blue Book, tables 1 and 12) appears to make little allowance for fluctuations 
in the price of primary commodities. 








| 
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in the price movements are not sufficiently great for the changing pattern 
of output to make much difference. If, for instance, consumers’ purchases, 
goverment purchases, investment, and exports, are each given a fixed 
(1948) weight, the combined index in no year diverges more than 0-8 from 
the current-weighted index ; and over the whole period shows an almost 
identical rise. The choice of another base year for the volume series would 
have affected the price series to some extent, but would not have affected 
the degree to which different factor components contributed to price 
charges. 


(iii) The Factor Cost Components of Final Outlay Prices 


17. Table V presents a summary picture of the main cost components 
of final prices (derived as for Table I). In 1948 import costs constituted 
one-sixth of the cost of final outlay; home factor costs almost three- 
quarters ; and indirect taxes Jess subsidies rather over one-tenth. 


TABLE V 


Factor Cost Components of Final Outlay, Summary 1946-54 
(1948 index of final prices = 100) 


























Points 
change 
Contributions to index of 1946- (% 
final market prices 1946 | 1948 | 1950 | 1952 | 1954 54 change) 
1. Unit import costs . : 13-9 17:1 20-4 25-0 23-3 | +94} (+68%) 
2. Unit labour costs . ‘ 37-2 44-7 47-0 54-1 56-5 | +19-3 | (+52%) 
3. Unit trading profits and 
other costs. ‘ : 26-5 29-5 32-3 33-1 34:9 | +8-4] (+32%) 
4. less stock appreciation . | —1:0 | —2°5 | —4:7 | +04] —05 |] +0-5 ie 
5. Unit indirect taxes (net) . 9-7 11-2 11-6 13-2 13-3 | +3-6] (+37%) 
Index of final market prices 86-3 | 100 | 106-6 | 125-8 | 127-5 | +41-2 | (+48%) 











Source: As for Table I above. 


18. Over the period 1946-54 import costs rose 68 per cent. Labour 
costs rose 52 per cent.; profit margins and other incomes 32 per cent. 
Indirect taxes rose less (37 per cent.) than import and home factor costs. 
Final prices rose on average by 48 per cent. 

19. Hence, of the 41 points rise in the index of final prices between 
1946 and 1952 (Table V, penultimate column) one-quarter can arithmetically 
be ascribed to the rise in import costs ; one-half to the rise in labour costs ; 
one-fifth to the rise in profits and other incomes ; and less than one-tenth to 
indirect taxation. This is a highly summary picture which reveals only 
half the truth. In particular it does not reveal the interconnexions between 
the different cost components (dealt with in Part IT). 

20. ‘Trading profits and other costs’ (item 3) is a heterogeneous item, 
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and measures the combined contribution of all property and semi- 
property incomes to the price of a unit of final output. It covers the gross 
trading profits of companies, farmers, professional persons, and other sole 
traders and partners; the gross trading incomes of public companies and 
other public enterprises ; and rent. 

21. To make clear the meaning of trading profits and of stock apprecia- 
tion (item 4) in the table, it is necessary to make an algebraic digression.” 
Trading profits here are profits as measured by normal accounting 
procedures, under which stocks inherited from a previous accounting 
period are treated as a notional purchase, and stocks carried over to the 
next period are treated as a notional sale, i.e. 

P =S-R+F-I, 
where P = trading profits, as conventionally measured, 
S = sales, 
R = outlay on materials and labour, &c., 
J, = initial value of stocks, 
F, = final value of stocks. 


22. Under certain conditions, trading profits so defined may be regarded 
as a measure of the margin between sale receipts and the prime costs 
that were incurred in producing the goods currently being sold (i.e. 
their historical cost). This may of course differ from the costs currently 
being incurred to produce similar goods for sale at some future period. 
The conditions are that stocks are valued on the FIFO principle at ‘cost 
or replacement whichever is lower’ (as appears to be usual) ; and that costs 
rise or are stable but do not fall (as was true for much but not all of the 
period under review). The expression (R—F,+-J,) then measures the 
current outlay on materials and labour, less the cost of materials and 
labour bought in the period but.embodied in goods not yet sold, plus the 
cost of materials and labour embodied in goods sold in the period but 
bought in a previous period, i.e. the historical cost of the materials and 
labour embodied in goods sold in the current period. P = S—(R—F,+-J,) 
is thus a measure of the margin of sales receipts over the historical prime 
cost of goods sold in the period.® 

1 The corresponding items in the Blue Book are items 13-18: the residual error (item 19) 
is also included here. The behaviour of the separate components is described further in 
section (iv) below. 

2 This follows closely the exposition given by J. R. Parkinson in his article in this journal 
for June 1955 on ‘The Terms of Trade and the National Income 1950-2’. Since the various 
relationships are often found puzzling, it seemed desirable to set them out briefly again. 
For a general discussion of these questions reference should also be made to National 
Income Statistics: Sources and Methods (H.M.S8.O. 1956), pp. 309-13 and 324-7. 

3 In practice the measure is imperfect, for four main reasons: 

(i) Current accounting practices are not uniform as assumed above (see National Income 

Statistics: Sources and Methods, pp. 311-12). 
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| 23. Many argue that a more appropriate measure of profits is as a 
margin above the current or replacement cost of the materials and 
labour embodied in current sales. If there is no change in the volume of 
stocks, this is i 2 


_ P—(F,—Jf,), 


where (F,—J,) is the increase in the value of stocks, in this case equal to 
stock appreciation. More generally, 


Px = S—R+(F,—I;) 
= P—(F;—I;), 


where (F,—IJ;) is the increase in the volume of stocks, valued at the 
average price ruling during the period for the commodities put into stock ; 
and stock appreciation is (F;—I{) = (F,—I,)—(F,—I;). Thus trading 
profits less stock appreciation roughly measures profits as a margin above 
the replacement cost of goods produced in the period.! 

24. There are thus two ways of regarding items 3 and 4 in Table V. 
If we consider that the appropriate measure of profits for national income 
purposes is profits as a margin above replacement costs,? the two items 
should be amalgamated. The contrary view is, however, possible. 

25. The fact that the accounting conventions referred to above are 
generally employed appears to show that trading profits is the predominant 


(ii) Input costs in most industries have at times fallen: trading profits will then be less 
than the ‘historical margin’. 

(iii) In valuing work in progress, inadequate account tends to be taken of a firm’s own 
labour costs: hence when the value of work in progress increases trading profits will 
be less than the ‘historical margin’; and vice versa when the value of work in 
progress falls. 

(iv) The cost of materials purchased by individual firms will include an element represent- 
ing the profits earned by other firms. Hence an aggregate of (F,—J,) will itself 
include a profit element, which will tend to be positive when (F',—J,) itself is positive. 
In aggregating, it is impossible to remove this element to obtain a margin over the 
historical cost to the economy of material and labour input. In this sense, trading 
profits will tend to be less than the ‘historical margin’ when the value of stocks is 
rising ; and vice versa when the value of stocks is falling. 

1 Since sales receipts (S) are unknown, Pz has to be calculated indirectly by adjustment 
of P. In practice the independent estimates of changes in the volume of stocks and of stock 
appreciation, which have to be used in making this adjustment, are not highly reliable 
(National Income Statistics: Sources and Methods, ch. xi, §§ 6-9); and in any case they are 
unlikely to reflect perfectly the conventions implied in business stock valuations. Some of 
the reasons (in particular points (iii) and (iv) of n. 3, p. 261, above) which make trading profits 
less than the ‘historical margin’, will also make profits excluding stock appreciation less 
than the ‘current margin’ when the value of stocks is rising ; and vice versa when the value 
of stocks is falling. 

® This is of course the orthodox and internationally accepted view among national 
income statisticians (see for instance A Standardized System of National Accounts (Organiza- 
tion for European Economic Co-operation, 1952), p. 52) to which since 1951 the official 
estimates of the United Kingdom have adhered. 
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conception in the minds of business men ; while analysis of the behaviour 
of profits (Part II, below) appears to show that prices are fixed with as 
much regard to historical as to replacement costs. It can therefore be 
argued, not only that trading profits are relevant to the explanation of 
cause and effect,! but are also the most acceptable concept as a constituent 
of factor costs. The concept of factor cost appears clear-cut in relation to 
labour incomes; but it is not so in relation to profits. If trading profits 
as conventionally defined measure most nearly what the recipients think 
they are earning, they are perhaps the most acceptable measure of the 
reward to which entrepreneurs lay claim in rendering their services to the 
community.” 

26. On this view one would say, when costs were rising, that output 
was being sold below current cost. The deduction of stock appreciation 
(Table V) could then be regarded as an adjustment to take account of this 
lag in passing on costs ; and a measure of the difference between the current 
costs of production, and the prices currently being charged to final 
purchasers. The item in the table for stock appreciation per unit of output 
is, however, only an approximate estimate of this difference in costs. 
For trading profits approximate to the historical margin earned on actual 
sales (para. 22), whereas the calculation in the table is in terms of outlay 
including sales to stock. In view of the poverty of information on stocks, 
a better estimate hardly seems worth while.® 


(iv) The Composition of Business Prices 


27. Table VI summarizes the composition of business prices. As 
explained in connexion with Table II, import costs here include only the 
cost of imported materials; and such costs are in principle measured at 
the moment of input, not of import or of payment for imports. Neither 
final imports, nor indirect taxes are included; labour costs, as before, 
exclude incomes of government employees. 


1 Cf. National Income Statistics: Sources and Methods, p. 17. 

2 To argue in this way is not necessarily to say that profits should always be measured 
as a margin above historical cost : in some trades this may not be the prevalent concept. In 
practice, the content of ‘trading profits’ varies from trade to trade, according to the conven- 
tions adopted for stock valuation: the LIFO principle for instance yields something very 
like replacement-cost profits. Variations in stockstaking conventions might perhaps be 
taken to reflect variations in the prevalent conception of profits; which in turn might be 
taken as acceptable for purposes of social valuation. 

3 The error is less than might be supposed. Strictly speaking the current value of changes 
in the volume of stocks of semi-processed and finished goods should be deducted both from 
prime costs and the value of output; and the value at 1948 prices of the volume change 
should be deducted from the volume of total output. This would hardly affect the price 
series, but would slightly reduce the contribution of prime costs and increase that of 
profits. Present data hardly permit the segregation of stocks of finished goods and work 
in progress from stocks of materials in the country and on the high seas. 











264 ANALYSIS OF THE GENERATION OF PRICE INFLATION 


28. The analysis is repeated graphically on Chart 1. The period may be 
divided into four phases: two periods when prices rose relatively slowly 
(1948-50, and 1952-4), each preceded by a period of more rapid price 
increase (1946-8, and 1950-2). The chart shows also the sum of imported 
material costs and labour costs, expressed as a contribution to the index 
of business prices. The full (undotted) line is the current value each year 
of imported materials consumed and of labour incomes, divided by the 


TABLE VI 


Factor Cost Components of Price of Business Output, Summary 1946-54 
(1948 index of business prices = 100) 
































Points 
change 
Contributions to index of 1946 (% 
business prices 1946 | 1948 | 1950 | 1952 | 1954 | -1954 | change) 
1. Unit cost of a 
material . 9-1 12-9 15:1 20-3 16-5 +7-4 | (+81%) 
2. Unit labour costs : 46-2 54-3 56-8 65-3 68-3 | +22+1 | (+48%) 
3. Unit trading profits and 
and other costs . 32-9 35-8 39-0 40-0 42-1 +9-2 | (+28%) 
4. less stock appreciation —13 | —3-0 | —5-7 | +04 | —0-6 +0-7 wi 
Index of business prices. 86-9 | 100 105-2 | 126-0 | 126-3 | +39-4 | (+45%) 





Source: As for Table IT. 


volume of output valued at 1948 prices. This shows the current cost of 
producing each year’s output : in general this was higher than the historical 
cost of the output currently being sold, indicated by the dotted line.1 

29. The space between current and replacement costs, measured hori- 
zontally, indicates the time taken for input (whether of imported materials 
or of labour) to be processed and distributed to final buyers. The period 
of throughput differs of course for different types of input. Up to 1952 
the effect of rising import costs on the value of stocks was probably 
more important than rising labour costs. The chart probably therefore 
chiefly reflects the period of throughput of imported materials. Another 
estimate, based on a comparison of the value of input, output, and stocks 
in different industries, suggests that this period varies for different 
categories of imports from 2 to 14 months with an average of about 
8 months.” 

30. The difference between the current price of business sales and the 
current level of business costs gives the unit cost of profits and other 


1 As already explained (paras. 21-26), historical costs can be approximately estimated 
by dividing (for each year) the sum of the current value of imported materials consumed 
plus current labour income less stock appreciation, by output at 1948 prices. 

2 See J. R. Parkinson, op. cit., p. 184. 
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property incomes on a replacement cost basis. Similarly, the difference 
between the current price of business sales, and the historical cost of the 
output being currently sold, is the unit cost of profits, &c., on a trading 
profit basis. If, on the reasoning set out in para. 25 above, one regards 
trading profits as a factor cost, a distinction has to be drawn between the 
price of output currently being sold and the cost of output currently 
being produced. 

31. The different cost elements are shown separately at the bottom of 


TaBLeE VII 
Analysis of Business Labour Costs, 1948-54 


1948 | 1949 | 1950 | 1951 | 1952 | 1953 | 1954 











Business labour bill 
(£ million) 
Wages. ; ; . | 3,949 | 4,156 | 4,338 | 4,813 | 5,116 | 5,425 | 5,849 
Salaries. ; 1,557 | 1,662 | 1,787 | 2,018 | 2,150 | 2,258 | 2,431 
Employers’ insurance con- 
tributions. ; : 250 300 325 354 390 433 450 
Total . % _ . | 5,756 | 6,118 | 6,450 | 7,185 | 7,656 | 8,116 | 8,730 
Index (1948 = 100) ; ‘ 100 | 106-3 | 112-1 | 124-8 | 133-0 | 141-0 | 151-7 





Indices, 1948 = 100 
Number of business em- 


ployees . - 100 | 101-2 | 102-4 | 103-4 | 103-5 | 104-2 | 106-0 
Volume of business output . 100 | 104-5 | 107-1 | 111-4 | 110-6 | 115-0 | 120-6 
Labour cost per head. : 100 | 105-0 | 109-5 | 120-7 | 128-5 | 135-3 | 143-1 
Output per head : 100 | 103-3 | 104-6 | 107-7 | 106-9 | 110-4 | 113-8 
Labour cost per unit of 

output ‘ : 100 | 101-7 | 104-7 | 112-0 | 120-3 | 122-6 | 125-8 


























the chart. A considerably more detailed analysis of business costs is 
given for reference in Table VIII. It is convenient to comment now on 
three points. 

32. Trading profits and other incomes, measured per unit of business 
output, rose considerably less than import costs or labour costs (Table VI). 
Percentagewise they therefore fell. Whether measured on a trading profit 
or replacement cost basis, such incomes accounted for a smaller proportion 
of prices, and represented a lower percentage mark-up, in 1954 than in 
1946. (The heterogeneous components of this item are separately shown 

1 Such costs, like all factor costs defined tautologously, cannot be known till the output 
is sold, i.e. in a period on the average say 8 months later. This could be shown on Chart 1 
by shifting the price curve to the left by an amount corresponding to the average period 
of throughput. Since the latter is not known exactly, the estimate of the cost (so defined) of 
output being produced in each year would also be inexact. Alternatively, it could be 
estimated by raising the price curve by an amount corresponding to stock appreciation in 
each year. This would only be correct if percentage trading profits &c. were perfectly stable. 
In fact by the time output came to be sold the historical profit margin might turn out to 


have been different from the historical profit margin being taken on output being currently 
sold. 
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in Table VIII). The behaviour of profit incomes is discussed further in 
Part IT. 

33. Unit labour costs can be considered as the product of two opposite 
tendencies : the rise in the average wage or salary, on the one hand, and 
the rise in output per head, on the other (Table VII). It proved possible 
to estimate the size of the. business labour force only for 1948 and subse- 
quent years. Between 1948 and 1954 the average money income of 


TABLE VIII 


Factor Cost Components of Business Prices. Full analysis for 1946-54 
(1948 index of business prices = 100) 





1946 | 1947 | 1948 | 1949 | 1950 | 1951 | 1952 | 1953 | 1954 





Contribution to index of business prices 


1. Imported material costs. e e 91] 11:3] 12:9] 129] 15-1] 21-4] 203] 17-1] 16-5 
2. Labour costs . ‘ ° ° 462] 50°3] 543] 552) 568) 60°83] 65:3] 666) 68:3 
(a) Wages . ° . . F 81:9] 35°00] 87-2] 37-5] 382] 40°7| 436] 445] 458 
(6) Salaries 12-9] 185] 14:7] 150] 15:7] 171] 184] 185] 19-0 
(c) Employers’ insurance contribu- 
tion . < 4 5 3 1:4 1:8 2-4 2-7 2-9 3-0 3-3 3-6 35 
8. Total current costs ° . ° 55°3 | 61°6| 67:2) 681] 71-9} 82:2] 85-6] 83:7] 848 
4. less stock appreciation . - | —1:3] —4:5 | —3-0 | —1-8 | —5-7 | —6-4/ +04] +06 | —06 
5. Total historical costs . 54:0] 57:1] 64:2] 66:3) 66:2] 758) 860] 84:3] 84-2 
6. Unit profit margins (trading profits 
and other incomes) 32:9} 35°4| 35:8] 360] 39-0] 41:5] 400] 409} 42-1 


(a) Gross trading profits of companies 13-8] 156] 16:3] 162] 183] 209] 186] 190] 198 
(6) Profits of public corporations and 
































enterprises, &c. P 2-6 2-7 27 2-9 3-4 3-3 2-7 3-1 3-6 

(c) Income from self employment - | 120) 12-4] 125] 126] 124] 125) 131] 131] 129 

(d) Rent é ‘ 45 4:7 45 4°5 4-7 4-8 5:3 55 58 
(e) Residual error . - J ‘ ae Kb —0:2 | —0-2 0-2 a's 0-3 0-2 xe 

7. Price of business output . ° r 86-9 | 92-5 | 100 102-3 | 105-2 | 117-3 | 126-0 | 125-2 | 1263 





Item 6a excludes, while item 6b includes, companies at any time nationalized in period. Item 1 is derived 
from the average value of imported materials treated as input (estimated as described in the Statistical 
Appendix to be published later) which moved as follows: 


| 70-5 | 87-4 | 100 | 99-7 | 116-8 | 165:2 | 1572 | 1322 | 127-5 





business employees is estimated to have risen by 43 per cent., or 7 per 
cent. a year. Output per head in the business sector is estimated to have 
risen by about 14 per cent., or about 2} per cent. a year. (The dip in 1952 
reflects the unwillingness of entrepreneurs to discharge labour in face of 
the fall in output.) Unit labour costs therefore rose by only 26 per cent., 
or about 4} per cent. per year. 

34. Chart 1 shows that the phases of price rise (already commented on) 
were closely parallelled by the movement of labour costs (consult bottom 
part of chart). This is not surprising, since labour costs amount to more 
than half of prices; but it is not the whole story. To some extent wage 
costs must be considered a dependent, not an independent, variable. The 
rise in import costs alone was sufficient to cause some rise in the final price 
level (Table VI). Some of the rise in wage-costs may therefore have 
been a result of a rise in wages induced by the rise in prices, originally in 

1 See Statistical Appendix (to be published later). 
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turn due to the rise in import costs. A rise in import costs and in labour 
costs might furthermore be expected to bring some increase in unit profits. 
If such relationships exist, it follows that the indirect influence of increases 
in import costs was greater than the direct effect shown by the previous 
tables and chart: such relationships will be further discussed in Part II 


below. 
II. Economic Interpretation 


35. As already noted an adequate appraisal of cost and price changes 
must allow for the fact that the various components of prices are in some 
degree interdependent ; and that the process of interaction will take time. 
Events in one year, or changes in one variable, cannot be understood in 
isolation from the rest. It has therefore seemed best to proceed by first 
erecting a formal hypothesis about the interrelationships between the 
various components of prices, in order to analyse possible types of inter- 
action. The actual behaviour of two of the main components of prices, 
profits and labour costs, will then be briefly discussed. Having brought 
the interpretation nearer to earth, it then seems possible to propose certain 
conclusions about the process of inflation in the post-war period in the 
United Kingdom. 


(i) Hypothesis regarding Cost and Price Relationships 


36. The hypothesis to be presented for examination contains two main 
elements: an assumption regarding the behaviour of profit margins (i.e. 
the relation between costs and prices); and an assumption regarding the 
behaviour of wages and salaries, and hence of labour costs. 

37. The first assumption is that profits, though not absolutely invariable, 
do not vary in such a way and by so much as to compensate for changes in 
costs. Higher costs, then, must result in higher prices. It is also assumed 
that they result in higher prices only after a certain time lag; in fact this 
appears to be less than 1 year (para. 29), and for simplicity we will assume 
the lag to be 6 months. Profits and other property mcomes are treated 
as an aggregate, and changes in such incomes are described in terms of 
their relation to the sum of the cost of imported materials and of labour. 

38. Secondly, it is assumed that full compensation for price increases is 
something which trade unions aim at and which both sides to wage nego- 
tiations accept as a standard of reference; and that variations of wage 
earnings about this norm can be treated as a variable affected by em- 
ployers’ demand for labour, or the strength or pushfulness of trade unions. 


1 These distinctions correspond to those proposed in the latest HCE Survey, where wage 
increases are classified as ‘compensatory’, ‘demand induced’, or ‘spontaneous’: see 
Economic Survey of Europe in 1955 (Economic Commission for Europe, 1956), p. 159. 
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Price increases will be assumed to affect wages only after some delay, 
which will be taken as about 6 months.! It is furthermore assumed here 
(though later reconsidered) that increases in salaries are similar to those 
of wage earnings, and can be explained in the same way. 

39. Two further variables will be employed : the change in import costs 
and the change in output per man. These will be treated as exogenous, 
i.e. not affected by the change in prices or the level of demand in the United 
Kingdom. In practice there are other variables, not taken account of 
here, whose influence can be important. In particular, there may be 
changes in indirect taxes or subsidies; and, for this or other reasons, the 
kind of prices relevant to wage or salary negotiations (e.g. the ‘cost of 
living’) may change differently from other final prices. These complica- 
tions will be neglected in the first place, though consideration will later 
have to be given to them. 

40. In giving algebraic formulation to the hypothesis, changes in costs 
or prices will be expressed as ratios between the average level of costs or 
prices in one period and in the previous period, i.e. an increase of 5 per 
cent. would be expressed as a ratio of 1-05. In view of the two time lags 
described above, the length of the ‘period’ can conveniently be taken to 
be about 6 months. Different periods are denoted by subscripts. Then 
where 

P = the ratio expressing the change in final prices, 

M =the ratio expressing the change in the cost of imported 
materials, 

W = the ratio expressing the change in money wages/salaries 
per head, 

Q = the ratio expressing the change in output per head, 

U = the ratio expressing the change in percentage profits and 
other property incomes, i.e. such incomes expressed as @ 
proportion of the value of output, 

a = the weight of labour costs in the total of imported materials 
plus labour costs, 

b = the weight of profits and other property incomes in the 
value of final output, 


on the assumptions set out above, price rises can be explained by an 
equation of the form : 


aa (0+ [—ayas)(1+60,—). 


41. It is proposed to regard wage and salary increases as made up of 


1 See further, para. 70, below. 
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two elements: compensation for previous price increases, and the 
remainder. Thus where 


R, = the ratio expressing the degree to which wage and salary increases 
under- or over-compensate for previous price increases (or, 
more loosely, the increase in real wages and salaries), 


then W, = P,_, R,. 
The general equation then becomes: 


Poa = (0728+ 1—ayag)a+0u—0. 

42. The behaviour of the system is sensitive to the ratio R/Q, which 
may be described as the relation between ‘real wage and salary’ increases 
(calculated with lagged prices) and the increase in productivity. This 
ratio is used here as an expository device to demonstrate the critical values. 
The two terms to the ratio are more or less independently determined, and 
there is no reason to suppose that the ratio, though generally close to 
unity, will display any particular or uniform value. 

43. Provided that R, Q and U are fairly close to unity, labour costs are 
fairly closely linked to previous prices and prices are fairly closely linked 
to previous costs. An upward disturbance of prices is thus capable of 
generating a series of price rises in successive periods. Each ‘round’ of 
the cost-price sequence can be considered as taking about 1 year, i.e. two 
6-month periods as defined above. 

44. The equation is presented as a description of the mechanism only of 
price increases, not of price decreases. For it is unrealistic to suppose that 
trade unions will accept a fall in money wages when prices fall, with the 
same readiness that they ask for a rise in money wages when prices rise. 
It is also unrealistic to suppose that prices are reduced when costs fall as 
easily as they are raised when costs rise. The expression within the first 
brackets measures the change in (import plus labour) costs; while that 
within the second brackets determines whether the price rise (in the 
succeeding period) is more or less than or in proportion to the rise in costs, 
If percentage margins are constant, U = 1, and the rise in prices is propor- 
tionate to the rise in costs, i.e. the expression reduces to that within the 
first brackets. 

45. The model is a cost inflation model in the sense that past cost or 
price changes are presented as important determinants of present price 
changes : but it is not necessary to suppose that they are the only influences. 
The influence of demand may be conceived as making itself felt in two 
ways: either by affecting the rate of increase in ‘real wages and salaries’ 
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(R); or by affecting profit margins (VU). Any demand influence operating 
in one period will modify the prices passed on to the next period, and 
hence modify the working of cost inflation in all future periods. If large 
enough, a deflationary demand influence could inhibit cost inflation 
entirely. The proposed framework of thought offers one way of integrating 
‘cost’ and ‘demand’ explanations of price changes. 

46. All models of cost-price sequences must bear a strong family resem- 
blance, and it may be appropriate at this point to apologize for inventing 
another. But different authors highlight different aspects of reality ; and 
any great degree of realism and complexity is worth-while only when 
examining an historical situation. The model suggested here facilitates 
analysis of the effect of two matters which are important for the United 
Kingdom : the existence of an ‘import component’ of prices, and an upward 
trend in productivity. Analysis of the latter makes it convenient to work 
in terms of unit costs or prices, rather than with national income magni- 
tudes such as figure in most models of cost-price sequences. The general 
assumptions of the present model conform to those which Brown suggests 
hold good for the United Kingdom.? A detailed study of price changes 
in part of the period under review has been made by Parkinson ; his general 
approach and conclusions appear rather similar to those adopted here.’ 

47. Before embarking on detailed analysis of the properties of the 
model, it may be helpful to point out that the forces affecting price 
behaviour may be divided into: 

(i) Those which are inherent in the system and determine its stability 
characteristics. Thus a rise in real wages/salaries greater than productivity 
(R > Q), or a rise in percentage profit margins (U > 1) will cause prices 

1 For instance: J. Duesenberry, ‘The Mechanics of Inflation’, Review of Economics and 
Statistics, May 1950; and F. D. Holzman, ‘Income Determination in Open Inflation’, ibid. 
A graphical treatment of cost-price sequences is given by R. Turvey, in ‘Some Aspects of 
the Theory of Inflation in a Closed Economy’, Economic Journal, Sept. 1951. The effect of 
productivity changes can in many respects be assimilated analytically to the effect of a 
‘coefficient of adjustment’ of wages to prices below unity ; the latter is one reason for which 


a series of price adjustments may be convergent rather than explosive (see, e.g. Holzman 
and Turvey). 

2 A. J. Brown, The Great Inflation (London, 1955), suggests (p. 97) a mechanism which 
can be described as follows: ‘The cost of living depends, in a simple way though with some 
time-iag, on two main factors: the internal wage level and the prices of primary commodities 
—which in the United Kingdom are mainly imported. The wage level again depends on 
two main factors, namely the level of employment and the cost of living, though in a more 
complicated way.’ In his geometrical analysis of sequent price adjustments (ch. 5) Brown 
considers the case of a constant in the price equation leading to a convergent series of price 
adjustments: constant import costs are mentioned as one example. His main example is, 
however, rent, which he regards as a fairly constant item—an assumption which is not 
followed in the present model. 

* J.R. Parkinson, ‘The Terms of Trade and the National Income 1950-2’, Oxford Economic 
Papers, June 1955. See also G. W. Maynard, ‘Import Prices and Inflation: the Experience 
of the United Kingdom 1950-2, ibid., Oct. 1955 ; and the discussion between Parkinson and 
Maynard in the same journal, Feb. 1956. 
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to rise in the next period, even if there is stability in the prices inherited 
from the past (P;_, = 1) or in costs injected from outside (M = 1). 

(ii) Hxogenous shocks. Thus previously rising prices (P;_, > 1), or rising 
import costs (M > 1), will cause prices to rise, even if there are no 
inherent forces making for higher prices (R = Q, U = 1). 

Each of these cases is discussed in turn below. A more systematic 
analysis of certain properties of the model is given in the Mathematical 
Appendix. 

48. Case I. ‘Real wages/salaries’ rising faster than productivity (R > Q, 
assuming U = P, = M = 1) 
Suppose that R/Q is a constant K’ (K’ > 1) 
Then Pig = 14+0K’—a, ie. Pug > 1 
Pizg = 140K". Pryg—a, Le. Pry > Pras 
Pi4g = 1+0K’.P,,,—a, and so on.) 
Thus, provided R continues to exceed Q, prices will continue to rise in- 
definitely and at a continually increasing rate. 

ExampteE A. Effect of ‘Real Wages/Salaries’ rising faster than Productivity 

(R >Q assuming P, = M =U = 1, a = 0:80) 





% increase in final price over previous 
6-month period 

% rate per 6-month period by which ‘real | period | period | period | period 

wages/salaries’ rise faster than productivity | t+2 t+4 t+6 t+8 














1 ° ° , . ° ° . 0-8 1-4 2-0 2-4 
2 ‘ ° ‘ ° ° , ° 1-6 2-9 4-0 5-0 
5 , . . . . ‘ , 4-0 7:4 10-5 13-4 











We have forbidden ourselves to treat the converse case as symmetrical, 
i.e. ‘real wages/salaries’ increasing less than productivity, leading to a 
continuous fall in prices. However, where there are other influences making 
for price-increases, we may still treat an excess of Q over FR as an offsetting 
force, damping or defeating a rising trend of prices (paras. 52-56 below). 
49. Case II. Profit margins rising (U > 1, assuming R = Q, P,; = M = 1). 
A continual increase in profit margins will likewise generate an indefinite, 
accelerating rise in prices. Thus, suppose U is a constant, K”, (K” > 1). 
Then 
Pryg = 14+0K"—8, i.e. Pig > 1 
Pyg = (14+0K"—b)(1+aP,,.—a) i.e. Pry > Pre 
Pisg = (1+0K"—b)(1+0P,,,—a), and so on. 


1 In fact the weight of labour costs, a, will change as the cycle proceeds. For the first 
few rounds of the cycle the variation will, however, be very small; and in the examples 
shown in the text, a tends to increase, thus slightly accelerating the rate of price increase. 
A more rigorous treatment is given in the Mathematical Appendix. 
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In fact (section (ii), below), variations in profit margins are likely to be a 
minor factor; any large change is unlikely to be continuous, and any 
continuous change is likely to be small. As shown later profit margins 
have, however, declined over the period under review, and this has been 
of some importance as a stabilizing factor. 


50. Case III. Inheritance of rising prices (P,> 1, assuming R= Q, 
U = M = 1) 

Assuming that the inherent stability characteristics are neutral (i.e. 
R= Q, U = 1), any price rise inherited from a previous period will lead 
to a further price rise in the subsequent period, and thus in turn to 
further price rises. Thus 


Pyg = 1+aP,—a, ie. Pig > 1 
Pry = 1+0Pi42—4, ie. Py > 1 
Pig = 1+0P;,,—a@, and so on. 


It can be shown that unless the initial price rise is very large, the series 
will not be explosive but will eventually revert to stability ;1 and that the 
total rise in prices over the succession of periods will tend to a maximum 
(inclusive of any initial rise) of 


(l—a’)M 
P 1—a’P, ’ 


where a’ = the initial value of the weight of labour costs, which can be 
taken to be 0-80 approximately. Here we assume M = R/Q=1. The 
induced price rises in the immediately succeeding periods will thus be 
smaller than but of the same order as the initial price rise ; and the latter 
will be magnified several times before stability, after a period of years, is 
reachieved (see also Chart 2, below). 


ExamPLeE B. Inheritance of Rising Prices (P, > 1, assuming R = Q, 
U = M = 1,a= 0°80) 





Subsequent price increase (% over 
evious 6-month period 
previous peri Total %, 
Initial price increase | period | period | period | period | price rise 
(% per 6-month period) t+2 t+4 t+6 t+8 tot+n 








2-5 . . . 2-0 1-6 1-3 1-0 13-9 
5 . : : 4-0 3-2 2-6 2-1 31-2 
10 . ° . 8-0 6-5 5-4 4-5 83-3 




















1 See Mathematical Appendix: the critical point is where P; > l/a. Since for ‘business 
prices’, a = 0-80 approximately (Table VI), the initial price rise would have to exceed 
25 per cent. per period, or 50 per cent. a year, before the series became explosive. 
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51. Case IV. Once-and-for-all injection of higher import costs (assuming 
R=Q, U = 1) 

This case is really the same as Case III. For a once-and-for-all injection 

of higher import costs in the previous period is one of the reasons for which 


the present period may inherit a rising price trend. Thus if other factors — 


making for higi:»r prices are absent (P,_. = U = 1, R = Q), then 
P, = (1—a)M,_, +4. 
But M,-; > 1, 
hence >t, 
Then assuming that import costs are thereafter constant 
(Miss, Mi+3)---» Misn = 1) 

we may write as for Case III 

Pig = 1+0P,—a, ie. Pig >1 

Pi44 = 1+4P,,.—a, and so on. 


It can be shown that assuming ‘real wages/salaries’ increase in line with 
productivity (R = Q) and that percentage profit margins are constant 
(U = 1), final prices must continue to rise until the total rise in prices is 
proportionate to the initial rise in import costs. That is, if import prices 
rise 10 per cent. and then are stable, prices (and therefore unit labour 
costs and unit profit margins) must on these assumptions also eventually 
rise by 10 per cent. above their starting-point.’ 

52. Exogenous shocks and inherent influences in fact work in combina- 
tion. The most interesting combined case is: 


Case V. The reaction of a deflation-biassed system to inflationary cost 
disturbances? 


If ‘real wages and salaries’ increase less than productivity (R < Q) or 
if profit margins are continually squeezed (U < 1), the system will be 
somewhat less prone to generate a sequence of rising prices; and any 
sequence that does emerge will tail away more rapidly. 

53. The inherent bias available on average over a period of years to 
offset exogenous price-raising influences cannot be expected to be very 
large. The average increase in output per head over the period 1948-54 
was 2} per cent. a year (Table VII). Real wages and salaries, however 


1 This follows from the formula given in para. 50 (inserting P; = R/Q = 1). A special 
case, in which the result may appear immediately obvious, is where productivity is constant, 
where labour refuses to accept any reduction in real wages or salaries, and where entre- 
preneurs and rentiers refuse to accept any reduction in real property incomes. 

2 We do not assume that the mechanism of price reduction is symmetrical with that of 
price increases. Any inherent price-reducing bias must therefore be taken to be potential, 
and realized only in conjunction with other influences making for price increases. 
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they may vary from year to year, could at best be assumed to be stable 
over a period of years.! To take R/Q = 0-99 (per 6-month period) therefore 
seems an extreme assumption. Much the same effect would obtain with a 
fall in percentage profits and other property incomes by about 2} per- 
centage points a year :* but a continuous profit squeeze of this order seems 
beyond the bounds of possibility. 

54. The possibilities are thus adequately illustrated by taking 


R/Q=0-99, U=1, a=0-80. 


The avoidance of a price sequence in subsequent periods requires that in 
each period (¢), 
aP,_, R/Q+(1—a)M, < 1, 

or that if M,=1, then P,_, < Q/R, 
or alternatively if 

P.=1, thn M< =. 
That is, neither the inheritance of final prices rising by 2 per cent. a year, 
nor the injection of import prices rising some by 8 per cent. a year, would, 
taken singly under these conditions, start a cumulative sequence. If, 
however, final prices in the preceding period were rising at a rate higher 
than 2 per cent. a year, or there were a once-and-for-all rise in import 
prices at a rate higher than 8 per cent. a year,® a cumulative sequence 
would even under these conditions still result. 

55. Any cumulative sequence that did break out would, however, be 
considerably damped, compared with a situation where the inherent 
factors were neutral (i.e. compared with Cases III and IV, above). This 
is true even if productivity is rising only slightly faster than real wages 
and salaries. Chart 2 illustrates the damping effect of (i) productivity 
rising 1 per cent. a year faster than real wages and salaries (R/Q = 0-995 
for 6-month periods); (ii) productivity rising 2 per cent. a year faster 
(R/Q = 0-990). Example C (Chart 2) shows the effect in damping a 
sequence generated by an inherited price rise (above a small threshold 


1 For short periods of time, money wages and salaries may lag considerably behind prices. 
In practice such temporary variations in ‘real labour costs’ may play a crucial part in pre- 
venting the emergence of a cumulative price sequence, or in reducing the impetus of any 
sequence which does break out (see Table XIV and discussion in para. 88). 

2 This follows from the weights which apply to the general equation set out in para. 41. 
For ‘business prices’ a = 0-80, 6 = 0-35 approximately (Table VI). 

® A continuous rise of import prices of more than 8 per cent. a year would be more than 
the system could absorb. Prices would rise indefinitely at an increasing rate (at first less 
and later more than 8 per cent. a year). It can be shown that a once-and-for-all rise in 
import prices, however large, cannot generate an explosive price sequence, provided that 
there are no other influences making for price increases (i.e. provided that 

P,=R/Q=U=1): 
see Mathematical Appendix. 
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value). Even with R/Q pretty close to unity, the sequence is brought to 
o a halt after a price rise about half what would otherwise result.1 The 
smallest inheritance shown (5 per cent. per year) is of particular practical 
| interest (see section (iv) below): here the effect of R < Q is to bring the 
price rise to a halt in 2 or 3 years, with a further price rise of no more than 
| §5 per cent. 

56. In the same way, a once-and-for-all injection of higher import 
costs (above a considerable threshold value) will lead to a less than 
proportionate total rise in final prices (compare Case IV). Example D 
(Chart 2) shows that even with R/Q = 0-995, the total price rise will be 
proportionately less than half the rise in import costs, and will be brought 
to a halt within a relatively small number of rounds of the cycle. 

57. If the economy’s reaction to an injection of higher import costs is 
damped in this way, so that the total rise in final prices is less than propor- 
tionate to the rise in import prices, this implies a shift in the distribution 
of purchasing power over British output as between home factors and the 
foreign countries supplying us with imports. For prices equal import 
costs plus home factor costs: hence, if import costs rise more, home factor 
costs must rise Jess, than prices. Home factor costs can then purchase a 
smaller proportion (of a probably increased volume) of total output than 
” before. The effect of the cost inflation will therefore (on certain further but 
generally plausible assumptions about the propensity to consume and 
invest) effect a relative reduction in home expenditure. If it can further 
be assumed that export demand will not expand (or not immediately) in 
line with foreign purchasing power, the process of cost inflation may also 
2 cause a net reduction in the pressure of demand.? It would appear there- 

fore that a policy of price restraint may also operate to restrain demand. 








- 





(ii) The Behaviour of Profits 


58. The two profit assumptions of the model set out in the previous 
section were that profits do not vary in such a way and by so much as to 
. compensate for changes in costs; and that prices are determined by costs 
in a previous period. It is not necessary to assume that the relevant costs 
are the actual historical costs of the goods to be priced. But as a first 
step it is convenient to examine the behaviour of the margin above such 
costs. As already shown (para. 22), this is approximately measured by 
percentage trading profits inclusive of stock appreciation. The complex 
questions raised must be considered here with extreme brevity. 





1 Prices will rise for a time and thereafter fall under the influence of R < Q (converse of 
Case I). If for the sake of realism we rule out the possibility of a downward sequence, the 
maximum can be taken as the point where price stability is reachieved. 

2 It is hoped to examine this question, which cannot be fully developed here, in a later 
paper. 


4520.3 sy 
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59. The evidence for the period 1946-54 is summarized in Table IX. 
The ‘property income’ component of prices fell slightly (item 11): from 
38 to 334 per cent. The fall was confined almost entirely to non-corporate 
profits (item 4).! Rent’s share (item 10) hardly fell. Company profits 
(item 6) fluctuated from year to year, but their share changed little over 
the whole period. 

60. Though there is no space here for comment on all the year-to-year 





TaBLe IX 
Percentage Profits and Other Property Incomes, 1946-54 























Percentages of value of business output 

1946 | 1947 | 1948 | 1949 | 1950 | 1951 | 1952 | 1953 | 1954 

Non-corporate profits . ‘ji 2 ‘i 2-7 2-7 2-9 3-1 28 26 2-7 2-7 2-4 
1. Farmers ° ° ° ° 

2. Professional persons . . 21 2-1 20 2-0 20 1:7 16 16 16 

3. Other sole traders and partners ° 89) 85) 76) 73) 70) 63) 60) G1) 62 

4. Total ° ° 13-7] 1383] 12] 12:4] 118] 106] 103] 10-4] 10-2 

lese stock appreciation . - Sie os —0-5 | —0-4| —0-5 | —0-8 xo oe - 
5. Total excluding stock appreciation ‘ ne oe 12-0} 12:0) 11-3 9-8) 10-3) 10-4) 10-1 
Corporate profits 

6. Companies 159} 169] 163] 1583) 17:3] 17-8] 14:7] 15:2] 15-7 
7. Public corporations and publle enter- 

prises . 3-0 2-9 2-7 28 3-3 28 2-2 2-5 2-9 

8. Total . ° ° P 18-9} 198] 19:0] 186] 206] 206] 169] 17-7] 186 

less stock appreciation . ‘ . es me —2:5| —1-4| —49 | —46 | +0-4) +0-5| —O-4 

9. Total same a ‘ ae oe 165 | 17-2) 15:7] 16:0) 17-3| 182) 182 

10. Rent . ° 5-2 5-1 4°5 4-4 45 41 4-2 4-4 46 
11. Total trading profits and other 

property income . 87-8 | 38:2] 36:0] 35-4) 369] 35:3] 31-4] 32:5] 33-4 

less stock appreciation . ° . | ~14 | —48 | —3-0 | —18 | —5-4 | —5-4 | +04) +05) —0-5 

12. Total excluding stock appreciation . 36-4) 33-4] 33:0) 33-6] 31-5 | 29-9) 31-8] 33:0) 32-9 





























Note: The value of business output is calculated as for Table II and this is gross of import content. Item 6 
excludes, while item 7 includes, profits of companies at any time nationalized in period. 


variations, a word must be said on the increase in profits in 1950 and the 
decline in 1952. They can probably be accounted for as follows: 


(i) Commodity prices rose steeply in 1950-1. The time taken to pass 
on higher costs appears to have been less than the ‘period of 
throughput’: hence ‘historical’ profit margins rose (item 11, or 6). 
But costs were not passed on instantaneously: hence the profit 
margin over replacement costs fell (item 12, or 9). 

(ii) Some of the fall in profits in 1952 was a reversion to ‘normal’ 
after this disturbance. Some was due to the fall in demand, 


1 All figures are as percentages of total business output. The fall in the share of non- 
corporate profits may therefore have been associated with a fall in their share of output. 
Since we are more interested in the behaviour of the whole than of the parts, this question 
is not pursued here. It is, however, interesting that, within the company population, larger 
(ie. public quoted) companies have increased their profits more than smaller ones (see 
A. Luboff, ‘Some Aspects of Post-war Company Finance,’ Accounting Research, Apr. 1956). 














th 


sae 





&®o Br 


er 


ar 


a aaa ial | 


i 


joeoseacoioe ~ 


a ' reo 











¥ 
| 
| 





J. C. R. DOW 279 


reflected in the fall in output in that year.1_ When the rise in out- 
put was resumed, profit margins again rose.” 


61. Percentage profits after deduction of stock appreciation (Table IX) 
also varied from year to year. In general the variation was opposite and 
about equal to the variation of trading profits inclusive of stock apprecia- 
tion. We can express this by saying that the historical profit margin is 
not constant, but rather a function of the change in costs. Alternatively 
we can say that prices vary in proportion to costs lagged by (say) half 
the ‘period of throughput’ (i.e. in practice perhaps 4 or 5 months: see 
para. 29, above). 

62. Examination of year-to-year changes shows that in most years 
the change in prices was in the same direction as the change in historical 
costs, but that the degree of change corresponded only roughly. The 
difference between the two indicates the effect on prices of variations in 
the historical profit margin. 


Effect on prices of variations in percentage historical profits 





1946-7 | 1947-8 | 1948-9 | 1949-50 | 1950-1 | 1951-2 | 1952-3 | 1953-4 
+0:8 —3-2 —1-0 +31 —2-5 —6-2 +1-9 +1-2 


























In view of para. 60 above, it would be risky to conclude that the negative 
effect in 1947-8, or again in 1950-1 and 1951-2, was simply due to weaker 
demand, making it difficult to pass on costs. But some of the variation 
may well have been due to variations in demand, and the figures may 
perhaps indicate the order of magnitude of the possible effect of variations 
in demand. 

63. This conclusion appears to be borne out by certain additional data. 
Table X shows that since 1948 company profits have tended to be rather 
higher than immediately before the war. This may well have been due to 
the distinctly higher level of demand, as evidenced by the very much 
lower level of unemployment. But if profit margins had been at the pre- 
war level, this would have reduced post-war prices by only 3 per cent. 
There was some decline in demand both in 1938 and 1952; but even in the 
industry groups most affected, percentage profits fell relatively little. 


1 Entrepreneurs were reluctant to discharge labour in face of the fall in output. This is 
something distinct from the effect of lower demand, and must alone have accounted for much 
of the fall in profits between 1951 and 1952. Some details for the cotton industry are given 
by H. A. Turner, ‘Measuring Unemployment’, Journal of the Royal Statistical Society, 
Series A, Part I, 1955. 

2 Non-corporate profits did not rise in 1950 or fall much in 1952. The reason may be 
that much of such profits are earned in two trades, building and distribution, which were 
little affected by the commodity price inflation or by the demand recession : company profits 
in these trades seem likewise to have been little affected (see Luboff, op. cit.). 
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64. Study of national income statistics for earlier periods does not throw 
much additional light on the question. A change in the ratio of profits to 
national income between one year and another by one percentage point 
means that if percentage profits (reckoned in this way) had remained the 




















TABLE X 
Company Profits as Share of Turnover, 1936-8 and 1948-52 
Percentages 
1936 | 1937 | 1938 | 1948 | 1949 | 1950 | 1951 | 1952 

Food drink and tobacco . : 9-1 8-8 8-9 6-7 6-1 6-2 6-4 6-3 
Metals, engineering, &c. . ‘ 9-4 | 10-5 | 10-4 [| 11-8 | 11-7 | 12-3 | 13-1 | 12-1 
Textiles, leather, and clothing . 6:3 58 4-2 ] 11-5 | 10-8 | 12-1 | 10-6 9-1 
Other manufacturing. . | 11-9 | 11-8 | 10-7 | 12-5 | 11-3 | 13-0 | 13-3 | 10-9 
Total manufacturing . 9-3 9-5 9-2 | 10-6 | 10-1 | 11-1 | 11-3 | 10-1 
Mining and quarrying excluding 

coal . 17-3 | 18-0 | 17-9 | 17-8 | 18-1 | 17-5 | 19-3 | 17-0 
Building and ‘contracting ‘ 5-2 5-1 5-3 7-4 7-0 7-2 71 6-0 
Transport and communication 

excluding railways and 

shipping . - | 20-8 | 20-7 | 20-2 | 15-9 | 15-1 | 16-0 | 16-6 | 15:5 
Distributive trades 4 ‘ 5-1 4:5 4-0 5-7 5-2 5-2 5-5 4-7 
Certain other services. - | 10-1 8-8 | 10-1 | 12-5 | 12-1 | 11-7 | 11-4 9-7 
Total all activities listed . : 8-3 8-0 vy | 9-2 8-7 9-1 9-4 8-3 
As index, 1948 = 100. 1 2 87 84 100 95 99 102 90 
(Company Profits as % of| .. mie * (100) | (97) | (106) | (109) | (90) 
business output, index 1948 = 100) 





























Source: The annual Inland Revenue Reports give profits as percentage of turnover for the 
years shown for 28 industry headings. Notable exclusions are: agriculture, coalmining, 
railways, shipping, water undertakings, most professional services, most insurance banking 
and finance, and undertakings operating abroad. Figures for various industries are known 
to have various defects and cannot be taken as highly reliable. They have here been com- 
bined into the nine groups shown, using as weights for this purpose the estimated current 
turnover of each industry. The aggregate percentages differ somewhat from those calculated 
by Kaldor (An Expenditure Taz, table 1, p. 150) and by Walker (Manchester School, 
Jan. 1954) where gross profits in a single year were used as weights. The aggregate per- 
centage shows considerably less fluctuation than the estimates shown in Table IX (bracketed 
index in table). 


same, prices would have been nearly! 1 per cent. different in the second 
year. The available estimates frequently show apparent variation of this 
order: but they can hardly be sufficiently reliable to use as evidence in 
this way.? Percentage profits appear to have fallen during the 1929-32 


1 This way of reckoning ignores import costs. 

* Prest gives estimates for 1870-1914: before 1900, annual estimates of profits are 
particularly unreliable, since the original data is for 3 or 5 year moving averages (see 
‘National Income of the United Kingdom’, Economic Journal, Mar. 1948). An estimate by 
Stone of national income for 1924-38, without detail of income components, is quoted by 
Prest (loc. cit.), and must be taken to supersede earlier estimates such as that by Bowley 
(Studies in the National Income 1924-1938 (Cambridge 1942), table ix), for which, however, 
factor shares are available. Stone’s estimate, with adjustment to exclude income from 
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depression: but how much is uncertain.1 The mobilization period of 
World War II may be taken as an extreme case of increasing demand, but 
the figures do not show a very marked increase in percentage profits.” 
Though changes in demand almost certainly have some effect on the profit 
ratio, there seems, then, little evidence that the effect is spectacular. 

65. We may perhaps conclude that the aggregate price level is fairly 
rigidly linked with the aggregate cost level; and that cost increases are 
passed on only after a delay probably of the order of 6 months. But it 
would appear that demand conditions can have some influence on profits. 
Even if insufficient to offset, in the year it occurs, any large change in 
costs, even minor profit variations could considerably modify the total 
course of a cost-price spiral. 


(iii) The Behaviour of Labour Costs 


66. In the model set out in section (i), the main assumptions regarding 
labour costs were that the norm is for money wages and salaries to 
compensate for previous price increases; and that variations in money 
incomes due to other influences can be described in terms of variations 
about this norm—not a useful procedure unless previous price changes 
were a main influence on wages and salaries, and other influences either 
small, or stable, or readily identifiable. Of such other influences, the 
demand for labour was assumed to be one. Changes in output per head 
were treated as exogenous, and in particular as unconnected with the 
movement of wages and salaries. The questions raised are as complex 
as those discussed in section (ii): again there is space for only a brief 
discussion. 

67. What we want to explain is the change in the average wage and 
salary earned in the business sector (estimated in Part I). We know 
that this moved in a similar way to average wage-earnings in the industries 
covered by the earnings. inquiries (Table XI and A on Chart 3)—and, 


abroad, is used by Phelps Brown and Hart to estimate profits for 1924-38 as a residual 
(‘The Share of Wages in the National Income’, Economic Journal, June 1952). 

1 According to Phelps Brown and Hart (loc. cit.), the share of home profits and rent fell 
5 percentage points between 1928 and 1931 (35-7 to 30-9 per cent. of domestic national 
income). Bowley (loc. cit.) shows half this fall (34-7 to 32-3 per cent. of national income). 

2 The share of profits and rent (or of profits alone) in gross national product declined 
through the war. Profits and rent as a percentage of national product excluding the income 
of the armed forces seem to have risen by 1 or 2 points between 1938 and 1940 (or profits 
alone by 3 points). (See Statistical Digest of the War (H.M.S.O. 1951), table 180). 

3 It is not proposed to enter here into the question of whether the empirical observation 
that profit margins are fairly constant implies that firms adopt a ‘full cost’ pricing policy, 
and whether this implies that they do not aim to maximize profits. It may perhaps be said 
that what a single firm would do if left for a long time to work out its salvation in peace 
seems quite a different sort of question from the immediate reaction of a collection of firms 
to large and sudden changes in costs or in demand that affected them all alike. The two 
kinds of adjustment could well coexist ; but evidence of the former could hardly be expected 
to emerge from analysis of the second, much cruder, type of reaction. 
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hence, in a similar way to the average of wages and salaries outside the 
‘principal industries’ covered by the inquiries.1_ Reliable information 
on salary movements is available only for manufacturing.2? In most 
years such salaries seem to have risen more slowly than wage earnings, 
though not than wage rates (see B on Chart 3). 

68. The explanation proposed for these movements relates primarily 
to wage earnings in the industries covered by the earnings inquiries 
(roughly those included in the index of production). It does not appear, 


TABLE XI 


Wages and Salaries, 1948-54 
(Indices, 1948 = 100) 





1948 | 1949 | 1950 | 1951 | 1952 | 1953 | 1954 





1. Average wage/salary in 


business sector . - . | 100 105-0 | 109-5 | 120-7 | 128-5 | 135-3 | 143-1 
2. Wage earnings in ‘principal 
industries’ . 100 104-1 | 108-9 | 119-8 | 129-3 | 137-2 | 146-1 


3. General index of wage rates | 100 102-7 | 104-7 | 113-4 | 122-9 | 128-5 | 134-2 
4. Wage rates in ‘principal 

















industries’ : : . | 100 102-4 | 103-8 | 113-5 | 123-5 | 129-4 | 135-9 
5. Earnings ‘margin’ . ‘ 0 1-7 5-1 6-3 5-8 7:8 10-2 
6. In manufacturing : 

(a) Average wage . . | 100 104-2 | 108-8 | 118-4 | 129-1 | 137-3 | 146-7 

(6) Average salary . - | 100 104-0 | 108-1 | 116-2 | 123-5 | 128-3 | 132-4 











Sources: 1. From Table VII above (includes employer’s insurance contributions). 
2 and 4. Ministry of Labour earnings inquiries, average for April and October. 
3. Ministry of Labour monthly index. 
5. Item 2 less item 4. 
6. Censuses of production. 


however, to be stretching things too far to suppose that the same explana- 
tion will explain events elsewhere, either because the mechanism is similar ; 
or because the former industries set the pace, and wages and salaries 
elsewhere follow. It seems best to deal separately with changes in rates, 
and changes in the excess of earnings over rates, which we will call the 
‘earnings margin’. We know that about three-quarters of the rise in 
earnings within the ‘principal industries’ is accounted for by the rise in 
wage rates (see C on chart). 

69. There are two main reasons for supposing that changes in prices 
are the main determinant of wage rates. First, we know they are very 
important in the motivation of wage negotiations, being, for instance, almost 
always mentioned in wage claims. Second, that with the exception of the 

1 Wages in the industries covered by the inquiries account for almost half the wages and 


salaries outside government service. Wages outside these industries make about another 


quarter ; salaries in all industries, the remaining quarter. 
2 Of the salaries earned in the business sector, manufacturing accounts for about one-third. 
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1948-50 wage freeze and the very rapid rise in prices in 1950-1, the index 
of wage rates appears to have kept remarkably close to the index of 
retail prices (see D on Chart 3). This evidence is not as good as it looks, 
for the two series would not be so similar if recalculated with a different 
base period. Nevertheless the widespread use of the official index based 
on June 1947 must have given even illogical inferences based on it an 
influence upon events. 

70. The advance of both wages and prices has been fairly continuous, 
and the dates at which a more rapid increase began or ended are not 
clearly defined. It is therefore difficult to demonstrate statistically how 
long it takes for wages to react to a price increase. We know, however, 
that the process of wage negotiation takes several months, and trade 
unions in this country do not yet appear to anticipate price increases 
before they occur. Study of the administrative arrangements suggests 
that the time lag must be about 6 months, though there is of course 
nothing immutable about this.1 

71. We still have to consider how far the reaction of wage rates to 
price changes might have been different if demand had been lower. Here 
it seems impossibie to be dogmatic. For this country we have to go back 
to before the war to find appreciable variations in the pressure of demand. 
If we take percentage unemployment as a measure of demand, the 
evidence suggests that even large changes in demand made relatively little 
difference to the rate of wage increase.? Since the war the level of demand 
has of course differed markedly as between different countries; but 
comparison of their experience does not suggest that this made a great 
difference to the pace of wage increase.* This is not to deny that a major 
deflation, expressly and explicitly undertaken with the object of affecting 

1 See A. T. Peacock, W. J. L. Ryan, ‘Wage Claims and the Pace of Inflation’, Economic 
Journal, June 1953. The best fit between the official wage rate index and the official index 
of retail prices for the period 1947-54 is obtained by lagging prices 6 months, provided the 
official June 1947 base is used. This, however, shows nothing unless it is assumed that trade 
unions in trying to keep wage rates in line with prices were thinking in terms of indices so 
based. In fact of course this probably was the case. Such as it is this evidence depends 
mainly on behaviour during the 1950-1 episode, examination of which leads A. J. Brown 
to a rather guarded conclusion about the time lag (see The Great Inflation, p. 125). 

2 See The Great Inflation, ch. 4 and particularly diagram 14, in which annual changes in 
wage rates are plotted against percentage unemployment for the period 1920-51. Since 
changes in wage rates were often accompanied by price changes in the same direction, this 
presentation probably exaggerates the influence of unemployment changes unaccompanied 
by price changes. Even so, the effect of unemployment appears very small: e.g. an increase 
of unemployment by 3 to 5 per cent. might make a 1 per cent. difference to the rate of 
increase of wage rates. 

® See Economic Survey of Europe in 1955, pp. 160-2 and chart 12: ‘The chart may serve 
to illustrate how easily the role of full employment in creating wage inflation can be 
exaggerated. ... The conclusion that can be drawn from the chart is only the negative and 
vague one that in the actual experience of the past seven years there was no clear and 


consistent correlation between the movement of nominal wages and the degree of employ- 
ment.’ 
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wages, might succeed in doing so. But the effect would surely depend 
more on the declared intention and political power of the government, 
than on the natural and unheralded effect of the deflation itself. An 
economist may perhaps claim to be excused from predicting the 
outcome. 

72. Even if the level of demand had little effect on wage rates, it might 
still have an influence on wage earnings. Over the 6 years 1948-54, 
earnings increased 10 per cent. more than wage rates (Table XI: item 2less 
item 4 equals item 5). It appears! that this is accounted for chiefly by 
three factors : 

(i) Changes in overtime and short-time, consequent on changes in 
hours of work (which, except for an interruption in 1952, have 
increased). 

(ii) Higher wages paid to pieceworkers, consequent on the growth of 
output per head (a third of the operatives in the ‘principal indus- 
tries’ work under some system of payment by results). 

(iii) ‘The practice of paying fewer workers the minimum standard rates 
... and the increasing amount of extra payment... .’ 


73. In the model set out in section (i) it was assumed that changes in 
wages and salaries were unconnected with changes in productivity. The 
first two factors listed above mean that this was not entirely true. Between 
them they may account for a rise in earnings between 1948 and 1954 of 
something of the order of 5 per cent., which is fairly large in relation to 
the increase in output per head in this period (14 per cent.: see 
Table VII). In interpreting the model, it must therefore be remembered 
that wages are partially geared to productivity changes. This makes it 
less likely that ‘real wages’ will increase less rapidly than productivity, 
upon which so much of the stabilizing properties of the price model 
depends. 

74. It also follows, however, that the first two types of increase of wage 
earnings have little effect on labour costs per unit of output. Though high 
demand is likely to favcur all three reasons for higher earnings, it is only 
in the last case that a perceptible effect on costs seems likely.2_ The impor- 
tance of such ‘bonus’ wage payments, however, seems rather small; at 
most, they can hardly have added } per cent. a year to wage earnings. 


1 See G. Penrice, Earnings and Wage Rates, 1948-1955, London and Cambridge Economic 
Service, Dec. 1955. The effect of sex-age changes, and of shifts between industries, though 
significant in some years, has been a minor influence. 

? Hours of work appear to vary to some extent with the pressure of demand ; but output 
per head may perhaps only vary with demand in the short run, e.g. as in a recession. 
Though overtime payments add appreciably to marginal labour costs, the effect on average 
labour costs will be quite small. The argument in the text assumes that it is the latter which 
determine prices, an assumption which may not be completely true. 
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Detailed study of wage changes in particular industries might give greater 
insight into the processes at work. But the provisional conclusion would 
appear to be that demand conditions have only a limited influence on 
labour costs. The cumulative effect on prices of even small changes in 
labour costs could, however, be significant. 

75. It would appear then, that the assumptions of the model concerning 
labour costs bring out some of the most important aspects of reality. In 
particular, it seems realistic to treat price changes as a main influence, 


TaBLE XII 
The Behaviour of Labour Costs 





Annual percentage changes 


1948 | 1949 | 1950 | 1951 | 1952 | 1953 | Average yearly 
-49 | -50 | -51 | -52 | -53 | -54 | change, 1948-54 








1. Rise in retail 
prices lagged 
six months .| 45 | 3-4 4-1 | 11-9 5-6] 1-4 5-1 
2. Rise in average 
business wages 























and salaries . | 5:0 4-3 | 10-2 6-5 5-3) 58 6-2 
3. Ditto deflated for 

lagged price 

changes . - | 05 0-9 5-8 | —49] —0-3] 4:3 1-0 
4. Change in output 

per head - | 33 1:3 3-0 | —0-7 3-3] 3-1 2-2 





Note: Item (1) is from the retail price index, i.e. the figure for 1948-9 shows the 
percentage rise between mid 1947—mid 1948 and mid 1948-mid 1949. Items 
(2) and (4) are from Table VII. 


operating with some delay, upon the level of money wages and salaries ; 
and the influence of demand as a minor influence, able to modify, but not 
inhibit, the working of any pronounced cost-price spiral. This is enough 
to make the model a useful tool of analysis. This does not mean that the 


1 Tf all industries are taken together, rates and earnings appear to go up more or less in 
line. In each separate industry, however, changes in wage rates are made at infrequent 
intervals. There is reason to believe that the ‘bonus’ element in wage earnings tends to 
grow while wage rates are unchanged, and to be eliminated with each new wage settlement. 
By the end of a wage-settlement period, bonuses could well add several per cent. to earnings, 
their rate of growth probably depending on the demand for labour. (An unpublished study 
by 8S. N. Marris shows that this was true of the United Kingdom paper trade, 1948-54.) It 
could furthermore be argued that each new wage rate will depend on the level to which 
bonuses had grown since the last settlement. The rate of increase in wage rates would thus 
depend, indirectly, on the level of demand. This, however, contradicts the conclusion accepted 
in the text above, which appears fairly well grounded on historical observation, that demand 
has had little influence on wage rates. Detailed studies of wage changes in particular 
industries would therefore be needed to establish the later steps in the argument. 











ee. ee ee eee eee ee ee ee ee ee en ee ee, ee ee a, ee ee ee ee ee ee. ae 


~ TP Pm St 2 wet ete kD Clee CF 





er 
Id 
on 


ag 


e, 


= 


al — “Fr we 











J. C. R. DOW 287 


mode of description fits the real world in exact detail; nor does it deal 
with everything that was in fact important. 

76. The facts, expressed roughly in the terms of the model, are shown 
in Table XII: instead of periods of 6 months, annual changes are shown. 
The prices whose changes are shown are (as in the model) lagged 6 months: 
the annual change in ‘real wages and salaries’ (item 3), being dependent 
on the time lag, is somewhat arbitrary. Over the period as a whole, and 
in most years, the degree to which wage and salary increases over-com- 
pensated for previous price changes was less than the increase in produc- 
tivity ; the average difference was 1 per cent. a year, enough to contribute 
significantly to price stability. (The margin does not critically depend on 
the price-wage lag assumed). 

77. When the annual changes in wages and salaries are examined, 
however, it becomes impossible to believe that the explanation was always 
as assumed in the model. Thus the relatively small increase in wages and 
salaries in relation to the change in prices, in the first 2 years shown in 
the table, may have been due to the wage freeze. The large increase in 
1950-1 may have been due to the breakdown of the wage freeze—though 
it may have owed something also to the rise in prices at the end of 1950, 
i.e. current not lagged prices may have had an influence. In 1951-2 wages 
and salaries rose considerably less than prices (whether current or lagged). 
Opinions may differ on the reason. It could be claimed that this was 
because of the recession in demand in 1952, and it is certainly true that 
the earnings margin fell, in that year alone (Chart 3: but see also para. 74, 
above). But it seems equally plausible to suppose that it was because 
prices rose so rapidly that wages temporarily could not keep up. In this 
case we would have to modify the assumption of ‘full compensation for 
previous price increases’ for the short period, though it still appears 
realistic as a long-run assumption. In either case the point is of consider- 
able theoretical importance; it was also important in effect, for the 
timing of cost increases can greatly modify the course of a cost-price spiral. 

78. One further important qualification remains to be made. The model 
contains no specific assumption about ‘autonomous’ wage increases. In 
fact, however, it may well be that wages would tend to go up even tf no 
price increase had occurred. If so, there would be a minimum rate of wage 
increase—a rate, moreover, which might well tend to increase, as the 
habit of annual wage increases got engrained. It is therefore impossible 
to be confident how wages and salaries would have behaved if prices had 
risen less. For the particular period under review it seems safe to say that 
some of the rise in wages was because prices rose because wages rose and 
so on, as assumed in the model. But some of the iterative characteristics 
of the model may be more apparent than real. 
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(iv) Historical Analysis of Price Changes during the period 
1946-54 


79. In this section we endeavour to weave the threads together ; and, 
by applying the analytical methods developed earlier, try to answer the 
question why prices rose in the post-war period. 

80. The prices most relevant to wage determination are working-class 
consumers’ prices, whose movement may not be precisely parallel to that 
of business prices, which the model seeks to explain. Though the general 
development of all types of final prices was fairly similar (Table IV), there 
were minor but significant differences, clearly apparent when year to-year 
changes are examined (Table XIII). 


TaBLE XIII 
Discrepancy between Retail Prices and Business Prices 





Annual percentage charges 


1946 | 1947 | 1948 | 1949 | 1950 | 1951 | 1952 | 1953 
-47 | -48 | -49 | -50 | -61 | -52 | -53 | -54 








Business prices . - | 6-4 8-1 23] 28] 11:5 74|—06/] 0-9 
Price of final outlay .| 7°8 75 2-5 4:0| 11-2 6-2) 0-6 0-9 
Consumers’ prices. - | 69 7:5 2-4 3-3 8-2 5:7 1:7 1:6 
Retail price index ; st fe 2-8 2-7 9-6 8-8 2-9 2-2 


Discrepancy between 
business and retail 
prices . . i SS ie +05} —O-1| —1-:7| +1-3] +3-5| +1-3 


Note: For original series of first three items see Tables IV and VIII. The ‘discre- 
pancy’ is calculated by division not subtraction of the price ratios. 





























In 1950 retail prices rose less rapidly than business prices (or than final 
prices in total). Thereafter, they rose more rapidly.1 Reference must be 
made to these discrepancies in the historical interpretation below. 

81. In analysing the generation of price increases, we will deal only with 
business prices as defined in this paper. A purely statistical analysis of the 
cost composition of price changes was given in Part I. This showed that 
of the change in prices between 1946 and 1954, almost four-fifths re- 
presented the increase in labour and other home factor costs. It will be 
apparent, in the light of the more detailed sequence-analysis set out above, 
that this probably gives a very misleading idea of the causation of the 
price change. The rise in unit labour costs, and in profits per unit of output, 
did of course occur. But much of this should probably be regarded as an 
induced rise, and thus a secondary effect of primary originating forces. 
The rise in wages and salaries in each year was little more than required 
to compensate for previous price changes (Table XII). Thus, if it is 


1 This was partly due to the reduction of subsidies and partly to the different 
development of the factor cost of food and of services. 
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accepted that wages and salaries will inevitably rise at least as much as 
prices, and provided also that it is believed that wages and salaries 
would have risen much less if prices had been more nearly stable, the 
greater part of the rise in wages and salaries could be treated as an induced 
rise. The proportionate contribution to prices of profits and other property 
incomes has been not merely constant but slightly falling (Table IX). 
Thus, if it is accepted that percentage profit margins are inevitably fairly 
stable, all the rise in money profits per unit of output must be treated as 
an induced change. 

82. The main originating force was the rise in import prices, injected 
into the system in two main bursts. The effect was the greater because 
the system inherited a rising price trend from the war-time period. From 
the point of view of the present study this can be taken as an extraneous 
influence without inquiring into why prices were then rising. The effects 
of both were however powerfully damped by the rising trend, marked 
and fairly continuous, of productivity ; and (to an extent, however, hardly 
appreciable) by the percentage fall in gross profit margins. We will now 
apply the results of the formal analysis set out in section (i) in order to 
consider how in general the system might be expected to react, under the 
conditions and to the shocks to which it was in fact subject. The order 
and timing of events may, however, have a crucial influence upon the 
subsequent course of a cost-price sequence. To this, no general analysis 
can do justice; and we shall have later to supplement it with a year-by- 
year analysis of how the economy reacted. 

83. If the model set out in section (i) correctly describes in main outline 
the complex nature of reality, the reaction of the economy to any one event 
will depend on its general posture at the time. In particular, its reaction to 
a rise in prices inherited from the past, or to a rise in import costs injected 
from the world outside, will depend on how quickly productivity is rising ; 
and on whether the inheritance or injection occur singly or in combination. 

84. During the early part of the period the inherited price rise was 
probably of the order of 5 per cent.1 In 1949 and 1950 (though probably 
not in the first post-war years) productivity was rising more rapidly 
than the excess increase of wages and salaries over previous price 
increases. By itself, therefore, the inherited rise in prices might have 
resulted in only a moderate inflation. If we can assume that the rate of 
advance of money wages and salaries would have slowed down with the 
slowing down of prices, the repercussions could have been reduced to 
vanishing-point in the course of a few years. (See Example C, Chart 2: 


1 Subsidies were used to keep the pre-1947 official cost of living index stable. But the 
weights used in calculating it were fairly obviously outmoded, and the index in consequence was 
rather generally discredited. The average value of consumer goods and services rose by about 
the amount stated between 1945 and 1948 (see London and Cambridge Economic Service). 
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even with a value of R/Q as high as 0-995, the repercussions of an initial 
price rise of 5 per cent. per annum, or 2} per cent. per 6-month period, 
would fade out in 3 years, the additional rise in prices being no more than 
3 per cent.) 

85. From the beginning to the end of the period 1946-54 (i.e. ignoring 
the 1951 peak), the cost of imported materials rose 80 per cent. (Table 
VI) or about 10 per cent. a year. If this had been a smooth and con- 
tinuous rise, and if there had been no inheritance of rising prices, the 
economy might have been able to absorb the rise in import costs. For the 
weight of import costs is one-quarter that of labour costs: hence a rise 
of 10 per cent. a year in the former could be offset by an annual 2} per cent. 
fall in labour costs. This could just about have been managed if real 
wages and salaries (and, on the assumptions, money wages and salaries) 
had barely increased at all. Even on the most favourable assumptions, 
therefore, the economy could hardly be expected to have suffered so large 
a rise in import costs without generating a cumulative price sequence. 

86. In fact, however, rising import costs were superimposed upon an 
inheritance of costs and prices which was not allowed time to work itself 
out. The general effect to be expected of such a combination can be seen 
as follows. The rise in import costs was so large that to offset it would 
have required the whole of the damping effect of productivity increases. 
Nothing, therefore, was available to damp out the price rise inherited by 
each period from its predecessor. Under such circumstances, if developments 
were smooth and continuous, an indefinite price rise could be expected, 
though not necessarily an accelerating one.’ It is not difficult, therefore, 
in the rather general terms of the argument so far, to show why, between 
1946 and 1954, business prices had to rise by 45 per cent., or 5 per cent. a 
year. 

87. Actual history is not a smooth and continuous process, but a chapter 
of discontinuities and accidents, whose result can be quite different from 
the stylized end-product of a model-builder. Table XIV is an attempt to 
lay out the sequence of events as it occurred, year by year. It differs from 
the model set out in section (i) in dealing with the actual values of the 
coefficients, rather than with assumed values; but it follows the model 
in assuming : 

(i) that wages and salaries are influenced by price changes lagged 6 
months ; 

(ii) that prices change in proportion to the sum of import costs and 

labour costs with a lag of 6 months. 


1 In this case, the increase in output per head is no larger than the weighted import cost 
increase. The case is roughly analogous to that where the increase in output per head is no 
larger than the increase in real wages and salaries (Case III in section (i) above). In either 
case, none of the productivity effect is available to damp out an inherited rise in prices. 
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The sequence of events must therefore be pictured as follows: 





Retail price rise Retail price rise 
inherited by 1948 inherited by 1949 


io OE 


Reaction of 
labour costs 


























Injection of 
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In most years the calculated change passed on to the next year in business 
prices (bottom row of table) corresponds fairly well with the actual rise in 
retail prices inherited by the next year (next column, top row of table). 
Exact correspondence is not to be expected. Discrepancies must be due 
either to the period of throughput being other than 6 months as assumed ; 
to variations in the percentage historical profit margin taken on business 
output; or to a discrepant development as between business prices and 
retail prices (para. 80 above). 

88. With the help of Table XIV we may now attempt to pick out the 
main steps in the sequence of events, starting with 1949 (before which 
reliable estimates are not available) : 

(i) In 1949 and in 1950 the rise in wages and salaries was moderate 
(perhaps because of the wage freeze). This, together with the rise 
in productivity, meant that labour costs were adding little to 
prices. If import costs had not risen in 1950, the spiral might soon 
have petered out. 

(ii) In the event, import prices did rise in the second half of 1950; and 
an appreciable rise in prices was inherited by 1951. Its effect was 
greatly reinforced first by the large increase in wages and salaries 
that year (perhaps due to the thawing of the wage freeze, 
combined with the general expectation that prices would go on 
rising); and second by a new and even larger injection of higher 
import costs. 
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(iii) The price rise inherited by 1952 was so large that, left to internal 
influences, it could hardly have failed to perpetuate itself for 5 years 
or so, magnifying itself several fold in the process. The immediate 
reaction of wages and salaries was, however, relatively very 
moderate (see para. 77). This, together with the small fall in 





TaBLE XIV 
The Generation of Price Changes: Annual Analysis, 1946-54 

















Annual percentage changes over previous years 
1947 | 1948 | 1949 | 1950 | 1951 | 1952 | 1953 | 1954 
Inherited rise in prices 
(retail prices eeeed about | about 
6 months) ; 5 5 43 34 44 | 11} 53| 1} 
Rise in wages and nearly | nearly 
salaries . : 10 10 5 44 | 10} 64 54) BE 
Change in output per 
head ‘ small | small | 3} 1} 3 —} 3¢; 3 
Change in unit labour 
costs 3 m rg 1? 3 7 74 2 24 
Effect of labour coste on | over | over 
prices . ‘ 6 5 1} 2} 54 6 1f#| 2 
caaiceciieceaiinintiin 224 15 0 17 41 —5 |-—16 | -—3 
Effect of import costs 
on prices. 4} 3 0 3f 8} | —1 —3}| —} 
Calculated change in 
joes inherited by 
next year (t.e. with | about | about 
6 months lead) =) <a 10 1} 52 | 133 5 —1j| 





























Note: The calculation is for business prices and assumes fixed weights (including 
constant historical profit margins) for the import and labour cost components. 
Reliable estimates are not available for the first 2 years, 1947 and 1948. 


import costs, greatly damped the spiral. Thus even though output 
per head fell, the price rise was moderate.! 
(iv) In 1953 the rise in wages and salaries was again only moderate. 
Output per head rose strongly. Falling import costs now exerted 
a powerful damping effect, which was large enough to put an end to 
| any repercussions of the Korean boom which still remained in the 
: system. 
(v) With 1954, therefore, we seem to start a new chapter. Wages and 


1 The ‘calculated’ price rise does not show the effect of two other changes: the fall in 
historical profit margins (Table IX); and the ‘discrepant’ rise in retail prices (Table XIII). 
In fact, these more or less cancelled out. 
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salaries seem by then to have been increasing under their own 
steam, without much stimulation from price increases. It seems 
clear that the rate of increase in relation to the rate of increase in 
output per head would, if persisted in, give rise to something hardly 
met with earlier in the period—a purely domestic generation of 
price inflation. (The possibility of an accelerating or ‘explosive’ 
price development under these conditions is illustrated by Case I 
of the algebraic analysis.) 

89. If the whole development had to be summarized very shortly, 
one would say that its most significant feature was the way the ‘Korean’ 
rise in import costs first drove the United Kingdom price level strongly 
upward ; and then how the subsequent fall in import costs, partial though 
it was, yet in the event, to which many things contributed, seems to have 
been enough to kill completely the secondary repercussions remaining from 
the former rise, leaving prices at a permanently higher level. In a more 
general sense, hardly dealt with in the model, one can say we are still 
suffering from the experience. For it must only too strongly have con- 
firmed the habit and expectation of a continually increasing level of wages, 
salaries and prices. 

90. What would have happened if the level of demand had been lower ? 
It has earlier been suggested that its effect would have made itself felt 
in three ways: the rate of increase of wage rates might have been slightly 
less ; the ‘bonus’ element in wage earnings might have been smaller ; and 
percentage profits might have fallen rather more than they did. But reasons 
have been given for supposing that the effect of lower demand, even acting 
in all three ways, would still be small ; it would be in line with the earlier 
discussion to suppose that the retarding effect on the price rise at each 
stage of the process might be of the order of 1, 2, or 3 per cent. If this is 
accepted, it would follow that lower demand could not have counteracted 
cost injections as large as those which occurred, though it could have 
modified the economy’s reaction to them.} 

91. If this argument is correct, a policy of preventing the quantity of 
money increasing might have prevented an increase in the value of output, 
but chiefly at the cost of the volume of output, rather than via more stable 
prices. But the argument should perhaps not be pushed too far. The bricks 
of which it is built are empirical generalizations from observation of a 
relatively short period of history ; and cannot be taken to be immutable. 


1 If at each stage of the cost-price spiral, profits had fallen more than they did, the price 
rise inherited at each stage after the first would also have been less. Suppose profits had 
fallen in each period by 3 per cent., so directly reducing prices at each stage by 1 per cent. 
In an open economy, the cumulative effect over a period of n years would be less than n per 
cent. ; for the inherited price rise, it is to be supposed, operates on labour costs, which are 
only part of total costs. 


4520.3 U 








294. ANALYSIS OF THE GENERATION OF PRICE INFLATION 


A severe deflation might have radically altered the economy’s modes of 
reaction. In this country, in the years immediately following the first 
world war, and of course in other countries in more recent periods, there 
was certainly more price flexibility, which can only be explained by 
supposing either that wages were less rigidly linked to prices; or that 
profit margins were more variable, so that prices were less rigidly linked 
to costs. An economy which was in this sense more flexible would be much 
less prone to cost inflation, and much more open to the influence of demand. 
While more subject to disturbance from the side of demand, such an 
economy would also be more amenable to policies which operate via their 
effect upon demand. 





(III) Implications for Anti-Inflationary Policy 


92. Economic analysis has to proceed by isolating what appear to 
be main features of reality, and giving a simplified account of their 
working. There are dangers in straightway going on to draw practical 
conclusions. It is easy to forget features which though important lie 
outside the chosen scheme of analysis. Little has for instance been said 
here about the possible tendency of money wages to increase willy nilly, 
whatever happens to prices; with little evidence to show its importance, 
there seems little systematic to be said (see para. 78). It is easy also to 
make reality appear too tidy: in real affairs the timing of events, which 
appears accidental to an analyst surveying the past, may be crucial (see 
paras. 88-89). 

93. The purpose, therefore, of the present study is not to propose 
practical conclusions, but to present facts and arguments for discussion. 
But the test of thought is action. Discussion of practical implications may 
help therefore to crystallize the issues. Only the prevention of price 
increases will be discussed, though in fact this is one aim of policy among 
several and the various objects of policy cannot always all be achieved 
together. 

94, Advocacy of one policy rather than another does not depend only 
on economic analysis of cause and effect. In practice there are limits to 
what will be accepted as politically possible or socially desirable, roughly 
indicated by the temper of political opinion. Thus a kind of pre-selection 
takes place, and at any time only certain issues seem live ones. A more 
drastic (or ‘liberal’) financial policy after the war might for instance have 
altered not only events, but also the economy’s pattern of response to 
events. It is possible that in this way the economy might have been 
rendered much less a prisoner of cost inflation, and much more vulnerable 
to fluctuations in demand (see para. 91, above). If, however, this ever was 
a serious possibility, it was not one whose merits, and demerits, were very 
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seriously discussed. In view of what is said later (para. 103) about the 
possible need to alter the economy’s patterns of behaviour, this issue 
should perhaps not be entirely brushed aside. But we may start by discus- 
sing what could be done with the kind of economy which existed, whose 
workings this paper has sought to describe. 

95. Its most general characteristic seems to be that the various groups 
into which the economic population is divided have rather strongly 
entrenched claims upon the social product; and that, in consequence, 
factor shares are relatively immobile. If the different groups pitch their 
claims too high, the impossibility of satisfying all may itself lead to 
inflation. But even if this does not happen—and the previous discussion 
suggests that it was not the main cause of difficulty in most of the post-war 
period—prices and costs and the relations between them will be rendered 
very sticky. The economy will be slow to adjust to outside price changes ; 
but once a price adjustment is started, it will be equally slow to stop. The 
system will, in a sense, have a long memory. 

96. This kind of economy has both advantages and disadvantages. 
When one lives with it, the advantages are easily overlooked. Creeping 
inflation is irksome, but runaway inflation is disastrous, and once ex- 
perienced never forgotten. Prices in this country appear unusually 
insensitive to demand ; and inability to get excited is at least a guarantee 
against a wild instability of prices. The fact that the United Kingdom has 
never had and is not likely to have a hyperinflation, gives it a greater 
tolerance of small price increases, as compared with other countries whose 
defence is less strong. The insensitivity of prices to demand may be 
considered advantageous also in that it operates, like direct controls, to 
‘suppress’ excess demand. With the disadvantages we are generally 
familiar. Insensitivity to demand means inflexibility of relative prices, 
and inflexibility in the pattern of output in the face of changing needs. 
It also means that the economy is open to cost influences ; and, as a matter 
of present fact, their net effect tends, rachet-like, to be price-raising. 

97. The dominant impression one is left with is perhaps the quality of 
perseveration. If there are fairly rigid cost-price and price-cost relations, 
operating with a time lag, the system must tend to reiterate whatever it 
inherits from the past or has injected from the outside. Though its reac- 
tions were in fact damped by various factors, the system was uncomfortably 
close to the point of perpetuating indefinitely any price change handed 
on to it. If the economy were immune from outside disturbance, this 
might have been satisfactory: though no firm conclusion is possible (see 
para. 78), prices might have been fairly stable. But the United Kingdom 
is not a closed economy. Given the type of economy we had, and granted 
that it had to be exposed to the kind of external cost inflation to which 
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it was subjected, it is difficult to see how a considerable price rise could 
have been avoided. 

98. It was suggested in the course of the analysis (para. 88) that some- 
where about the end of 1953 we entered a new phase, in which the causes 
of price inflation were purely internal. One should beware of applying 
the logic of a formal model too literally, but the dangers can perhaps be 
judged from the following formulation : if wages rise anyhow more rapidly 
than productivity, and if they rise even more rapidly when prices rise, 
the rise of prices will be not only continuous but accelerating for as long 
as these conditions continue. 

99. Though the present situation appears to differ from that of 
earlier post-war years, two conclusions about government policy apply 
generally. First, policies to reduce demand may not be a complete answer. 
If the system were rigidly cost-determined, policies which operated on 
the economy via the influence of demand, though they might well be 
advisable for other ends, would be of no avail to stop prices rising. Room 
was left in the analysis for the possible influence of demand; but the 
evidence suggested that its likely effect was limited, and hence slow 
working. On this point opinions may differ; but if the broad judgement 
is correct, it follows that measures to affect demand are only one of the 
means which can be used. 

100. The second general conclusion is that once a cost-price sequence 
has started, government policy cannot hope to make a quick or drastic 
cure. Any success, nevertheless, will be cuniulative. The moral presumably 
is, the quicker anything to be done is done the better. Some of the 
possibilities may be worth remarking on. 

101. Ifa cost-price spiral is already under way, there is scope for delay- 
ing tactics. The main examples are a wage freeze, or price restraint or 
control. In special cases (as to smooth out a foreseen hump in the trend 
of prices) there may also be a case for using subsidies; but any direct 
advantage has to be weighed against the disadvantageous effect on 
demand. Such delaying tactics are often descried as an attack on the 
symptom not the root of the evil, which may be partly true in any 
actual case. But the analysis given above suggests the cure may be more 
radical : 

(i) A cost-price spiral stopped at source avoids not only the immediate 
price increase but all the repercussions through the future years 
which it would generate if allowed to proceed. 

(ii) Productivity increases can have an important damping effect, 
given time: the longer each stage of the spiral is drawn out, the 
greater the chance that it will be offset by the cost-reducing effect 
of rising productivity. 
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(iii) A damped cost-price spiral may itself have a significant influence 
in deflating demand (a topic briefly touched on in para. 57, 
above). 

If we have to live with an economy whose responses are slow, there are 
some advantages in seeing that they are as slow as possible. 

102. The question of preventing a cost-price spiral from starting is 
more difficult. In the case of external disturbances, one approach would 
be to try to isolate the economy, either by varying subsidies or by 
stabilizing world prices: the latter amounts to a policy of buffer stocks. 
In both cases, apart from practical considerations, the difficulty is the 
same : that of distinguishing in advance the temporary from the permanent 
change. 

103. The case of an internally generated cost inflation is the worst, 
because no relief can be expected from damping influences. Such an 
inflation only arises because the ‘stability characteristics’ of the economy 
(para. 47) have turned perverse; and it can only be cured by restoring 
them. The question of remedy perhaps really turns on whether we take 
the community’s pattern of response to demand influences as given, and 
attempt to moderate the rate of wage and price increase by reducing 
demand ; or whether we consider the reduction in demand would have to 
be so drastic, that the better hope is to attempt to alter attitudes. So far 
as it goes, the analysis of this paper suggests that the reduction of demand 
might have to be large, hence that a tolerable solution may be impossible 
without a change in modes of behaviour. But the conduct of wage 
negotiations, the fixation of prices, and the growth of productivity (as 
this paper has sought to show) are interconnected; and an effectively 
different attitude towards one probably requires a change toward all three. 

104. A merely negative aim of preventing prices rising, and as a 
corollary, of preventing money wages increasing faster than productivity, 
has serious limitations which may prevent success even in its immediate 
object. The best hope on such a policy would still be no better than that 
prices would be stable between times when they rose. Purely negative 
price restraint, moreover, would inevitably tend also to freeze the pattern 
of relative prices, which if long maintained would undermine technical 
adaptability. It can therefore be argued that the conditions for an 
adequately stable system require to be formulated in a more flexible and 
more positive form. Thus long-run stability would seem impossible unless 
money wages and salaries increase less than productivity. At times of 
stable import costs this would imply a falling final price level : at times of 
rising import costs, some offset would be available to moderate the price 
rise. Again, within a stable average price level, it is necessary to have 
some prices falling, since some prices are bound to rise. A price-freezing 
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policy on the part of business is therefore inadequate: prices should fall 
most where the (actual or potential) increase in productivity is greatest. 

105. There appear at present to be two types of rigidity which must 
greatly impede the desirable adjustments indicated above. First, prices 
appear to be particularly sticky downwards (for this reason the model set 
out in Part II was assumed not to operate in a downward direction). 
Second, because resources are relatively immobile in the short run, 
productivity tends to increase only where production increases. The 
combined effect of these types of rigidities must be that there is no 
tendency for prices to be reduced in anticipation of the increase in pro- 
ductivity which would occur if production were increased, and which 
would make it possible to reduce prices ; and of the increase in sales which 
would then occur. This must impede both the growth of the economy and 
proper continuous adaptation in its shape. Demand for goods which 
could be produced more cheaply is not encouraged, nor are resources 
drawn to places where either demand, or the possibilities of technical 
advance, are greatest. It is likely that the full potentialities of growth are 
never made manifest ; and since they remain hypothetical only, apparent 
justification is given to the over-cautious policy which prevents their 
realization. 

106. Such rigidities also create something of a dilemma for general 
fiscal policy. Progress appears to require a high level of demand ; but with 
high demand, necessary adaptations do not take place. Realization of the 
gains of technical progress depends very largely on an appropriate growth 
of money incomes. Hence too much of the task of regulating the growth 
of real demand is left to the authorities. The process of regulation is also 
made unnecessarily clumsy, because in estimating future supply, account 
has to be taken not only of manifest factors but of supply potentialities 
which are not being utilized. 

107. The deadlock could be broken, if this analysis is correct, by greater 
aggressiveness on the part of business. Expansion of output, undertaken 
in order to reduce costs and prices, would tend to create the increase in 
real demand which would justify the increase in output. It would seem, 
therefore, that the general ‘competitiveness’ of the economy is rather 
intimately connected with the inflationary problem. The greater the 
degree of ‘competitiveness’, the greater is the inherent downward bias of 
prices ; and the smaller, it may be hoped, the pressure for higher wages. 
In addition, a higher rate of productivity growth would make the system 
more stable in the face of external disturbance. The greater flexibility of 
prices would reduce the need for government intervention in keeping 
demand and supply in balance, and facilitate what part of the task 
remained. The problem of inflation might, thus, prove more manageable. 
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108. The last stage of this discussion is a step outside the limits of the 
argument of this paper. The suggestion that the ‘downward stickiness’ 
of prices might be changed involves a modification in the working of the 
system as described here. Moreover the suggestion also implies that it is 
possible to bring about a change in ways other than as a response to 
economic stimuli: that (to use, out of context, a phrase of Sir Dennis 
Robertson’s) the conduct of the donkey may be affected not only by kicks 
and carrots, but by stroking its ears. The attitude, both of the organs of 
government and of the body governed, undergoes continual change. It 
seems unreasonable to suppose that only in the former case can the change 


be intelligent. 











MATHEMATICAL APPENDIX 
Note by L. A. DICKS-MIREAUX 


THE cost-inflation model described in Part II (i) of this paper has the form: 
R 
Piya = (a, Ge +(1—a)Mya} 1 +00 ,41—B) a) 
*s 
For the purposes of analysis certain assumptions, suggested earlier, will be made. 
These are: 


(i) The profit mark-up percentage is constant over time, i.e. U;,, = 1 for all t. 





(ii) Real wage earnings are constant over time, i.e. a = k, a constant for all ¢. 
t+ 
The model may now be written as: i. 


Piya = akP,+(1—a)M,,, (2) 
The next price increase generated will be: 
akP, (1—a)M,,, 








Pisa = CEP (1a) “ht GRP, a) 
(1—a)M,,, Miss , 
akP,+(1—a)M,,, 


The general expression for a price increase may be written as: 


n—1 
as | | Mes 2041 
D(n—1) 





= ak*P,+ (3) 


(4) 





Pesan = Gk" P,+ 
where 
n—2 n—2—fr 
D(n—1) = (aP,)*ete—) +-(1—a) kim) Y -te—nimr—yaPye TT Misery. (5) 
r=0 r=0 


Combining (4) and (5) it can be shown that the most general expression for any price 
increase is: D(n) 
Prison _ D(n—1)° (6) 
Hence the full price change over any period may be written as: 
{Pus = Din) D(n—1) D(2) D(I) 
sai 7"  D(n—1)’ Din—2) ” Dil)’ 1 





n 
oe TT Pesan = D(n) (7) 
where 
= | a 
D(n) = (aP,)retmn+ 4 (1 —a)kdmintn "Sten aPyr.” TT Misrgs- (8) 
r=0 ra0 


1. The Critical Value of P, 
Further assumptions are now made, namely that k = 1 (or R = Q) and M = 1 


for all ¢. 
Equation (7), the general expression for the price change over any period now 


becomes: n n—-1 
TI Fase = (ah)"+(1—a) 5 (aPy. (9) 


If the system is not to be explosive, equation (9) must have a finite limit with increas- 
ing n and this is only possible when |aP,| < 1 


i.e. when m< =. (10) 











=P 


as 














ANALYSIS OF THE GENERATION OF PRICE INFLATION 301 


2. An Injected Import Cost Increase 

It is here assumed that at some stage an increase in import prices occurs, Mj, 541 
say, and that at all other times import prices are stable. Further it is assumed that 
k = 1 and P, = 1. 

Equation (7) now becomes: 


n 
TT Pesan = a®+(1—a") Mi, 2541 (11) 
as n> 0, a" +0 since a < 1 and 
& 
if Pron bad Mi s2841 (12) 


This is true for any once-and-for-all increase in import prices so that no matter how 
great the increase the system can never become explosive. 


3. Limiting Values of Price Changes 
Here four cases will be considered: 


, 1 
(i) bea23< a Mis2541 > 1, but all other M = 1,k = 1. 
Under these conditions equation (7) becomes: 
n n—1 
IT Pron = (aP,)"+(1—a) My, 2641 2 (ahy (13) 
r= r= 


But aP; < 1 80 that as n > 00 


1 


® (1—a) 
aut Pron i Toop, eee (14) 


(ii) 1<R<e, M = Ilforallt, &= 1. 


From equation (14) it can be seen that in this case that as n > 00. 
* l—a 
erie 1 
LT Fe+2n re 1—af, i 
(iii) P;= 1 and k = 1 for all ¢, M;,.,,; > 1, but all other M = 1. 
Equation (14) now becomes: 
n 
IT F ton > Mis 2641 (16) 
a= 
as n > 00. A result shown earlier in equation (12). 
(iv) 1<P<-, M=)lforallt and R<Q,ie.k <1. 


Substituting these conditions in equation (7) gives: 


—1 
i Pues = (aP,)"ktmn+h + (1 —a) kent) , k-tn—-(n-1-1) | (AP). (17) 
n= r= 


Equation (17) will give rise to a turning point as n increases. After this turning 
point, however, the expression will tend to the value zero as n becomes infinitely great. 
In other words during a certain period prices will increase and then will fall steadily. 














DIRECT TAXATION AND ECONOMIC GROWTH? 
By URSULA K. HICKS 


Durine the last few years, in country after country, the burden of direct 
taxation has become a live issue. In the industrialized countries high 
rates of tax established during the war and largely maintained after it (due 
mainly to the needs of defence) are a natural cause of this preoccupation. 
In the less-developed countries interest in the subject has been no less 
keen, because of the fear that income and profit taxes, whose revenue is 

| so necessary to finance public works, will deter the industrial development 
which is so ardently desired. 

In this country discussion has naturally centred round the Reports of 
the Royal Commission on the Taxation of Profits and Income, and matters 
arising therefrom.? Although the scope of the Royal Commission Reports 
was wide, subsequent discussion seems very largely to have been concerned 
with questions of equity. Under the circumstances this was probably 
inevitable. Minor and unnoticed inequities tend to become major, and to 
attract attention, when tax rates are heavily increased. A great part of 
the Commission’s time was occupied with matters of this sort. Secondly, 
inflation itself is inherently inequitable, as between some sorts of income 
receivers and consequently some sorts of taxpayers, and others. The fact 
ithat taxes may have odd effects in a period of rapid inflation does not, 

Ploweres prove that in general and in a more orderly period the taxes 

themselves are wrong. This concentration on the equity aspect of income 
and profits taxes seems to me to have been doubly unfortunate. On the 
one hand it has emphasized differences which are matters of feeling (or 
politics) and for which there is little if any quantitative support. On che 
other it has diverted attention from the economically much more impor- 
tant aspect of the effect of current income and capital taxes, or of alter- 
native methods, on economic growth. In the present paper I shall 
consequently leave almost wholly on one side questions of equity, however 
defined. 

In the 1930’s we regarded ourselves as a ‘mature’ or ‘stagnant’ economy 
unlikely to develop much further, and in fact, in spite of rather high 
unemployment (much of it a legacy from a very different set-up in the 
1920’s) we were doing quite weil, thanks largely to the very favourable 

' The gist of a paper read before the Marshall Society at Cambridge, 10 May 1956. 

? Especially the Second Report of the Commission (1954), mainly concerned with personal 
income tax, and the Final Report (1955), mainly concerned with company taxation. Mr. 
N. Kaldor’s ‘An Expenditure Tax’ is a notable by-product of his work on the Commission. 


Reference should also be made to Dr. I. M. D. Little’s review of this book in Economic 
Journal, Mar. 1956. 
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terms of trade which gave us our essential imports of food and raw materials 
at very little cost in terms of our own efforts.1 But in the post-war world 
we have become an ‘underdeveloped country’ ourselves, in the strictly 
parallel sense of countries like India: first, we are in urgent need to 
develop faster (in terms of increased productivity, real Gross National 
Product or what you will) than we were, or probably now are doing; 
secondly, we have got to achieve this against a background of not very 
good indigenous resources (of which the 1956 plan of the Coal Board is 
a sad reminder) and with a chronic shortage of the most needed skills.” 


I 


Naturally the outlines of a tax structure tailored for development will 
look substantially different in a conventional underdeveloped country 
than in a highly sophisticated economy like ours. Particularly relevant 
differences seem to me to be three: (i) in an underdeveloped country, in 
the usual sense of a backward country, a good deal more development 
responsibilities must be undertaken by the government than is necessary 
where industrial skills are already mature ; hence (ii) in backward countries 
governments need tax revenue very urgently, more especially as they have 
considerable difficulty in borrowing, either at home or abroad (although 
with higher interest rates investors are more forthcoming) ; (iii) in back- 
ward countries a much greater burden of achieving the optimum rate of 
growth falls on fiscal policy than need be the case in the United Kingdom, 
because in such countries monetary controls are largely unusable or 
ineffective. But fundamentally the problem is similar in the two types of 
economy. 

Mr. Kaldor and the ‘functional financiers’* define the prime objective 
of taxation as the avoidance of inflation. In a developing country this 
consideration is of prime importance for growth, since inflationary pressure 
is likely to be very high where the development programme is large 
relatively to the size of the economy, and voluntary saving negligible. As 
Professor Lewis has shown‘ the prime necessity in such an economy is 
that the tax structure should be geared so that marginal rates of tax are 


, always higher than average ; if this condition is realized then government 


should always be able rather more than to contain the inflationary pressure 

enerated by the process of development. In principle the simplest type 
of tax which satisfies this condition is a general progressive income tax, 
but in primitive conditions this is not easy to achieve, and recourse must 





1 cf. J. R. Hicks, The Social Framework, ch. xxi. 

? Since writing the above the D.S.I.R. Report on Automation has heavily underlined 
this point. 

* Cf. especially A. P. Lerner, The Economics of Control. 

4 W. A. Lewis, The Theory of Economic Control, p. 239. 
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be had to outlay taxes which have some of the same effects. Thus expendi- 
ture taxes have an important part to play in curbing inflation in primitive 
conditions, but to be effective they must be assessed on things of which 
people buy more as they get richer, and must cover the purchases of as 
large a section of the population as possible. This is of course far from 
Mr. Kaldor’s expenditure tax. 

For a country like the United Kingdom I feel we need to define a tax 
structure geared to growth more carefully. The basic needs are (i) to 
secure adequate rewards for enterprise and initiative, especially in lines 
which promise a rapid rise in the G.N.P. (the absence of an effective 
income tax in a backward country probably implies that this problem will 
settle itself); (ii) to secure sufficient investment (capital formation and 
research) in growth-promoting lines; and (iii) to secure sufficient control 
of consumption and investment, both in the public and private sectors, to 
enable the authorities to pull back into line the inevitable deviations 
above or below the ‘warranted rate of growth’ if they show signs of 
reaching serious dimensions. This calls for something much more subtle 
than is possible in a backward country; however, in a country like the 
United Kingdom taxation is not the only, and not always the best, way 

Jor achieving these objects. Nevertheless it must clearly play an important 
part. 

At the start I want to emphasize a point that sounds obvious, but is 
often overlooked : that is that we are now in 1956; it can be dangerously 
misleading to attempt to solve the problems of 1956 in terms of the back- 
ground of 1950 or even of 1954. Eleven years ago there finished a war which 
had a profound effect on the world economy, and more particularly on the 
British economy. Of the changes wrought by the war and its aftermath 
those that are most relevant to our discussion can, I think, usefully be put 
into three classes: (a) those which were essentially transitory and which 
have now passed away—in most countries in this sense the war may be 
said to have ended about 1952, being slightly delayed by the Korean 
episode; (b) those which have proved more enduring and which still 
exercise some, although a declining effect, in contrast to a general tendency 
to return to the pre-war trend; and (c) those changes which must be 
expected to be permanent, from which there is no going back. Naturally 
these categories merge into one another at the edges, especially (a) and (5). 

The permanent changes merit first attention, since they are now part 
of the data. Of these we may single out five: (i) (more or less) halving of 
the value of money ; this is partly, but not wholly, responsible for (ii) the 
increase in the number of income tax payers from some 3 million to over 
17 million, together with a tremendous rise in the height and progression, 
both of income taxes and of death duties ; (iii) a fundamental change in the 
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position of industrialized versus non-industrialized countries (save perhaps 
for the two giants of the U.S.A. and U.S.S.R.); the independence of 
former colonies has brought about a real loss to most West European 
industrialized countries, while at the same time the process of industrializa- 
tion of the primary producing countries implies both a greater food con- 
sumption at home and a wider spread of manufacturing skills, all adding 
up to the virtual certainty that we shall not in this country enjoy again 
the favourable terms of trade of the 1930’s; (iv) the establishment of the 
welfare state—not indeed implying that the percentage of social expendi- 
ture to the national income has been drastically increased, but rather that 
there has been a change from negative social services (concerned with 
money grants to the poor and unemployed), to positive services of national 
health, family allowances, and old-age pensions, all_of which greatly 
decrease the need for building personal reserves against emergencies (a 
matter of relevance to personal saving). Against these four changes on 
the whole tending to make things more difficult for growth in the British 
economy must be set; (v) the much greater understanding of the working 
of economic processes, implicit in the new techniques of social accounting 
and input/output analysis. 

It is important to note that these changes (or the significant part of 
them) took place rather quickly in what is now a considerably long 
time ago; hence it must be expected that their impact effects, including 
the short-period adjustments which individuals and firms made to the 
changes, have now been largely exhausted. They have become part of the 
data. 

Turning to the other extreme, the transitory changes to which we need 
now not pay too much attention are (i) rationing and the mass of war-time 
controls (in other words, by and large, the price mechanism has been 
restored both internally and internationally): this is of fundamental 
importance for the effects of taxation ; (ii) the exceptionally low interest 
rates which were established during the war and subsequently intensified, 
partly deliberately, partly as a consequence of a long process of the 
‘glutting of a closed economy with cash’ in a way that could hardly have 
been avoided. Nevertheless, although it has formally passed away, the 
effect of this war-time change still casts its shadow in the excess liquidity 
of the national debt, making it difficult to exert a credit squeeze. 

This latter change is thus almost in my (b) category. The most relevant 
other change in this category is concerned with what has been happening 
to the distribution of available incomes. Although the latest figures* 
are only complete up to 1954, it appears that by then the turning-point 
had already been reached, and the first signs of a return towards the 

1 Cf. D. Seers in Bulletin of Oxford Institute of Statistics, Apr. 1956. 
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normal pattern were reasserting themselves. The effect of the war and its 
aftermath had been a tremendous levelling up of distributed incomes, 
and of course still more of available (post tax) incomes. This levelling 
process had proceeded both between the different categories of income, 
and in each category between the skilled and the unskilled, the leaders 
and the followers. Although the available breakdown of income cate- 
gories is not ideal from this point of view, the change is obvious. Between 
1938 and 1954 property incomes had risen 40 per cent., mixed (farm and 
professional) 140 per cent., wages 220 per cent., salaries and pensions 
250 per cent. and social security benefits 270 per cent. Since farm in- 
comes rose heavily, there was a relative decline in professional incomes, 
while salaries are inflated by the inclusion of a number of new firms’ 
pension schemes. By and large a substantial levelling between ‘rich’ and 
‘poor’ is implied. These changes were heavily reinforced by the effects of 
taxation: property and mixed incomes lost 20 per cent. of their pre-tax 
incomes, wages, salaries, and pensions only 8 per cent. 

The two most striking aspects of this levelling process have been the 
decline in the share of income from property on the one hand and the rise 
of unskilled relatively to skilled earnings on the other. Property income of 
course is by no means wholly the perquisite of a rentier class ; most of the 
middle and upper incomes are ‘mixed’ in the sense of being derived 
partly from present labour, partly from the fruit of past labour, and 
partly, although to a diminishing extent, from inherited wealth. Further, 
the wage-earning rentier is a very significant element in the economy ; his 
quite extensive savings are largely invested in house property, which, 
due to rent control, has suffered the largest decline of any category. It is 
more true to say that levelling has been at the expense of saving than at 
the expense of a now relatively unimportant rentier ‘class’. A change of 
this type has been experienced in all Western countries ; it is an inevitable 
accompaniment of war and inflation. The significance for Britain is first, 
that in 1938 post-tax incomes were already more equally distributed 
than in comparable countries, for example Canada and the United States ; 
secondly, that the natural change has been reinforced to a greater extent 
by deliberate policy. 

Not less significant than the greater equality between different categories 
of income in the United Kingdom is the greater equality between different 
types of income within categories, especially between skilled and unskilled 
in the weekly wage-earning groups. Here we can draw on Professor 
Lloyd Reynolds’s! elaborate long-period international comparisons 
between the wage structure of the United Kingdom, United States, 
France, Switzerland, and Canada, as well as the more tentative conclusions 


1 The Evolution of Wage Structure, Yale University Press. 
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he has reached concerning the U.S.S.R. From a nineteenth-century wage 
structure of wide disparities, both the United Kingdom and the United 
States had moved by 1938 to a position of much greater equality, but the 
movement had proceeded very much farther in the United Kingdom than 
in the United States. This was the position even before the war and its 
aftermath had made their effect. Of all the countries examined by Dr. 
Reynolds the United States has a notably greater disparity than the other 
Western nations; the only exception is the U.S.S.R., where it is still 
greater. It is hard to believe that there is not a significance in the fact that 
the two most rapidly progressing countries are also the two with the 
greatest disparities in the rewards of labour. 

It is important to notice that in respect of these movements also, the 
significant change had already taken place before 1946, and often con- 
siderably before that date. Between 1946 and 1950 there was a moderate 
but much reduced intensification of the war-time trend; since 1950 
there has been a slight return to the pre-war relation between skilled and 
unskilled wages—this was a very important ingredient in the printers’ 
strike of early 1956. The reversal has not yet proceeded far enough to 
restore the 1946 position, let alone that of 1928. If we are to regard 
inequality of remuneration, in the sense of really attractive rewards for 
the leaders in all categories—wage-earners, salary-earners, and entre- 
preneurs—as a necessary concomitant of rapidly rising productivity, then 
we must conclude that while our 1938 structure may have been all right 
for a country which had given up ambitions of rapid development, as 
further modified by the changes which have since taken place, it must be 
judged to be highly unsuitable for a country which has an urgent need of 
rapid development. 

Obviously equality of incomes has a strong social attraction, especially 
for Englishmen, and there is no virtue in inequality as such. We need to 
distinguish sharply between inequalities that are economically functional 
and those which are not. Even in respect of earned incomes inequalities 
may not always be functional, as when entry into an occupation is 
restricted by outdated apprenticeship rules and so on. Again in many 
backward countries which are just starting to develop, there is often a 
great concentration of receipts in the hands of traditional authorities 
who are unlikely to be performing any important economic function. I do 
not contend for inequality of incomes for its own sake ; nor do I think there 
is much substance in the argument sometimes put forward that we need 
inequality to restore the level of personal savings, but I do contend that 
we need much more functional inequality than we have at present in 
available incomes, if we are to get sufficient supplies of the skills and 
enterprise needed for rapid development. In increasing functional 
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inequality and decreasing non-functional inequalities the tax structure can 
play an important part. 


II 


We can divide the objects we wish to further by taxation into four 
categories : (i) optimum work incentives, especially in the key occupations 
for development, (ii) optimum investment incentives, both in respect of 
(a2) portfolio investments (lending of savings) and (iii) (6) direct invest- 
ment, mainly fixed capital formation, and (iv) the reduction of non- 
functional inequalities. In this you will notice that I have said nothing 
directly about the stimulation of saving, since it seems to me essentially 
a negative concept, which will look after itself on the whole, if the positive 
incentives are correct, and if economic policy is sound in general, especially 
in respect of the preservation of the real value of past saving. At the same 
time it is of course necessary to see that the tax structure does not inad- 
vertently encourage spending at the expense of saving, especially spending 
derived from non-functional inequalities. This it undoubtedly does today 
to some extent, although not nearly to so great an extent as is sometimes 
claimed, if we take into account the additional incentives to high-spending 
which were created by economic changes due to the war. 

The first question then is to consider how the tax structure can be 
adjusted to improve work incentives. A few years ago economists were 
all convinced (quite likely correctly in the conditions of the time) that the 
extension of income tax in general and the system of P.A.Y.E. in particular, 
were seriously disincentive to effort. At that time war-weariness, the 
existence of accumulated balances of war-time earnings, and the shortages 
of worthwhile things to buy, were heavily reinforcing the impact effect 
of the revolution in income tax. In contrast, over the last eighteen months 
or so the anxiety of both sexes to work, and to take on additional jobs, 
has been very noticeable ; in particular the increase in the supply of women 
workers has falsified all predictions. 

Nevertheless the potential disincentive effects of a big gap between 
marginal and average tax rates (especially operative below the standard 
rate range) and of high average rates in the upper income ranges, need to 
be watched; but they do not seem to call for general action at present. 
The problem is essentially one of ensuring higher retained incomes for 
particular categories. Below the surtax range this is primarily a question 
of restoring differentials for sxill, which is mainly a matter for private 
enterprise, although government can help in a number of ways, by throwing 
its influence in the right direction. Above the surtax exemption limit the 
problem is more difficult, since the effect of any increased differential will 
at present largely be lost through increased tax liability. Nevertheless it 
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is this group, the managerial class with £1,000—£3,000 before the war, 
now £2,000-£5,000, which it is probably more important to help in the 
interests of increased productivity, than any other in the country. 

It should be remembered that the surtax-exemption limit has never 
been raised since it was established at £2,000 after the first war; there is a 
strong @ priori case for raising it now in some correspondence with the 
fall in the value of money.! One of the factors which has operated since 
the war to reduce the efficiency of assessment has been the great increase 
in the number of surtax payers, making it impossible to deal with each 
assessment individually in the traditional pre-war manner. This failure to 
adjust to the change in the value of money is (or should be) the substance 
of the annoyance of Dr. Little’s academic friend who complained that 
surtax was ‘never intended for the likes of him’.? In a majority of cases, 
however, one could retort that in a developing economy ‘unproductive 
labour’ of that sort has no special claim on economic resources, as argued 
by Adam Smith 170 years ago. Another relevant change (recommended 
by the Royal Commission) would be the continuation of earned income 
and family rebates beyond the surtax-exemption limit. Still more im- 
portant could be the raising of the ceiling for scholarships from public 
authorities to the university (or the adoption of a quota system to include 
all children), thus discriminating in favour of the more intelligent in all 
income groups, and not as at present, merely in the lower income groups. 

It may be objected that these are small changes; but they would add 
up quite substantially, and they would almost certainly impinge where 
they were most wanted—in favour of fairly high earners with small 
property endowment. Nevertheless we should clearly also look at more 
adventurous alternatives, such as Mr. Kaldor’s expenditure tax. But here 
there is one preliminary point to settle. In order to make his expenditure 
tax more palatable Mr. Kaldor introduces ‘spreading’ of the tax burden 
in two different senses. First, since (unadjusted) an expenditure tax is 
rauch more regressive on the large family than an income tax (assuming 


~ that there is some margin of saving) the ‘quotient’® system is introduced, 


whereby the income to be taxed is divided by the number in the household ; 
this goes far beyond any family rebates that have ever been suggested, 
but if it were acceptable it could equally well be applied to an income tax. 

Secondly, it is of course obvious that an expenditure tax discriminates 
against fluctuating expenditure (just as an income tax discriminates 
against fluctuating income, a point which we shall have to examine later). 
But fluctuations in expenditure are likely to be much more widely and 


1 The Chancellor has recently given figures of the estimated cost of raising the surtax- 
exemption limit. To raise it to £3,500 would at existing tax rates cost only £40 million, to 
£4,000 would cost £50 million. Cf. The Economist, 12 May 1956. 

® Little, op. cit. * Kaldor, op. cit., pp. 208-9. 
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fortuitously spread than fluctuations in income; they will always arise 
with the purchase of consumers’ durables and are likely to arise whenever 
a family emergency occurs. Mr. Kaldor proposes to deal with the first 
type of fluctuation by spreading liability over a number of years, and the 
second by making insurance easy. If these concessions are to be assumed 
practical for an expenditure tax they must also be assumed practical for 
an income tax. The Royal Commission tried very hard to get the Inland 
Revenue to agree that a simple spreading of liability of fluctuating income 
would be practical, but reluctantly they were persuaded that this was not 
80, at least not in the foreseeable future. Hence, if we are comparing the 
stimulus for development of the two forms of tax we must treat them 
similarly, which implies, it seems, that we must rule out the benefits of 
both types of spreading in the expenditure tax. Otherwise it is like cheat- 
ing in one game of patience and not in another. 

Even allowing for spreading it is Mr. Kaldor’s! conclusion that, in 
respect of work incentives, the only superiority of the expenditure tax 
over the present British income tax, assuming the same rates of tax, is the 
stimulus to saving of the expenditure tax. Even this would probably 
disappear if the same total revenue was to be collected, depending on the 
taxpayers’ outlay habits. Only in the case where saving is for indefinite 
accumulation (in which case it never bears any expenditure tax) is there 
a clear superiority over the income tax. We must therefore ask what are 
the motives which induce people to save, or more fundamentally, what 
are the motives which induce them to work hard enough to have a surplus 
over current consumption, which is available for saving ? 

There appear to be three chief motives behind this phenomenon of 
extra work; and they are probably of very different magnitude. First, 
there is the desire to ‘save up’ for large outlays, a process which cannot 
be generally substituted by borrowing except at prohibitive cost. Secondly, 
there is the desire to save for future needs, above all to increase the 
amenities available in retirement, and finally there is presumably some 
desire to accumulate indefinitely, with no expectation of spending, unless 
by one’s heirs. It is this latter type which is especially favoured by the 
expenditure tax ; but it can hardly be doubted that social and economic 
forces, as well as the Health Service and extended pensions, and above all 
the influence of heavy death duties, have in the present generation much 
reduced the propensity for spontaneous saving on this account. There is 
no evidence that the effect of the expenditure tax would be sufficient to 
overcome these forces, even if we are prepared to agree that the concentra- 
tion of wealth which it would promote is in itself a good thing. 

The work motive of the desire to save for retirement has also been 


1 Kaldor, op. cit., pp. 134 ff. 
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substantially weakened by the spread of pensions. Much therefore depends 
on the revenue to be taken respectively by the two alternative taxes. An 
unspread expenditure tax would be very tough at the moment of retire- 
ment when a new mode of life has to be established. British income tax 
leaves this form of spending completely untaxed so far as it is met out of 
accumulated earnings (or according to the most recent budget concessions)* 
out of funds accumulated by insurance. Finally, if saving is mainly 
‘saving up’ an unspread expenditure tax would be much tougher than an 
income tax, especially if, as seems likely, because of the narrower tax 
base, its rates and progression were higher. That saving up is a very 
important element in extra working today can hardly be doubted in this 
age of durable consumers’ goods. Indeed the dissaving since the credit 
squeeze was tightened is a strong indication that consumers were heavily 
involved in this process. 

We must therefore, I think, conclude firstly, that on balance an expendi- 
ture tax (especially an unspread expenditure tax) is less work incentive 
than British income tax; and secondly, that British income tax is not 
seriously disincentive, and could be made considerably more incentive if 
the quite feasible small reforms suggested above were introduced ; hence 
for development it would be the superior instrument. 

The main object of an expenditure tax, however, is not to make people 
work more but to make them spend less, especially to stop them spending | 
in excess of their current incomes. From the point of view of economic 
growth, or even of stability without growth, such dissaving can be a 
nuisance since it Craws resources away from more productive uses and 
may set up an inflationary pressure which requires correction. It is there- 
fore desirable to investigate how far British income and capital taxes 
stimulate forms of dissaving which are undesirable in the sense that they 
are either inconveniently large from the point of view of applying a correc- 
tive, or are related to non-functional receipts. It cannot reasonably be 
claimed that this is true of dissaving the accumulated savings of a life- 
time in retirement, since the anticipation of being able to do this is one 
of the strongest work incentives during active life. 

The two types of dissaving which do seem to fit into this category are 
(i) the spending of capital gains due to ‘speculation’ (which, however, is 
not necessarily devoid of economic function), and methods of avoiding 
surtax, such as over-retention of profits in a closely controlled firm, and 
(ii) the deliberate dissipation of an estate in anticipation of death duties, 
through riotous living. Since I have lately written on the subject of capital 
gains taxation at some length? I only want to emphasize one point here: 
the opportunities for making capital gains just after the war were quite 

1 Finance Act, 1956. 2 Cf. The Banker, Apr. 1956: ‘Alternatives to Surtax’. 
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abnormally large, and the chances that the methods used would be 
challenged by the Inland Revenue were quite abnormally small. This 
must be regarded as a situation of which the impact effect has now passed, 1 
although to be sure some of the gains then made may still be being spent— 
there is little evidence available either for or against. Abnormal oppor- 
tunities of this special nature must be expected to recur from time to time ; 
the use which J. M. Keynes put to such an opportunity in the 1930’s is 
well known ;} but the greater part of them could and should be brought 
within the range of surtax. A further strengthening of the hands of the r 
Inland Revenue is by no means impossible, while in normal times at 
least the ingenuity of the government’s advisers follows close on the heels 
of the lawyers who advise taxpayers. 

On the matter of dissaving by the ‘new poor’ which every inflationary 
period brings in its train, two points seem worth making: first, the sudden 
drastic rise in surtax rates in 1940 required in the longer period a drastic 
reshaping of the mode of life of those affected. In the short period the 
gap could only be bridged by dissaving. It must be presumed that the 
impact effect of this change has now passed away, and adjustments have 
been made. They would doubtless have been made more rapidly if 
artificially low yields on securities had not made it especially innocuous in 
income terms to consume one’s capital. Secondly (and this is a more ( 
continuing trouble), a much more serious incentive to dissaving is provided ( 
by the present rates and structure of death duties. In the higher ranges 
of estates it is possible to proceed a long way in consuming one’s capital 
while leaving one’s heirs (post tax) hardly any worse off than they would 
have been if the estate had been handed down intact. There is a very 4» 
clear remedy for this state of affairs, which would be rather more costly to 
administer than the present system of death duties, but which can hardly ( 
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be said to be impracticable: namely, to assess death duties progressively 
not on the whole estate but on the main legatees—very small legacies 
would have to be exempted. This would imply perhaps three to five valua- 
tions of capital in place of one at present ; but it would be more efficacious 
than the present system in redistributing property. On the face of it the 
change would lose revenue, but this could easily be more than compen- 
sated by the reduction of tax avoidance through dissaving. It is of course 
a delusion to think that revenue from death duties, coming out of private [ 
capital accounts, makes any real contribution to the budget balance in an 
economic sense. ' 

III r ' 





We must now turn from the promotion of incentives to work to the 
promotion of incentives to venture. We need to consider three different 
1 Cf. R. F. Harrod, Life of Keynes. _ ‘ 
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aspects; private portfolio investment (purchase of securities), private 
direct investment (in the personally managed firm), and company incen- 
tives to venture and innovate. Space does not allow of more than a glance 
at the most salient points. 

In respect of private portfolio investment the exclusion of capital gains 
and unrealized capital appreciation in British income tax does impart a 
discrimination in favour of buying securities with a low present yield but 
good prospects of growth. This no doubt does not always lead to an 
optimum allocation of resources in the economy (as when the expected 
improvement takes the form of a fall in the rate of interest, or a belief by 
the investor that he is cleverer than the market). There is, however, a 
definite presumption that the right sort of risk will also be backed, not 
necessarily indeed in the very small firm (except by those with inside 
knowledge) but in the medium and large firm, which today are responsible 
for quantitatively by far the greater part of innovation and experimenta- 
tion. (The strong backing and rapid expansion experienced by small 
machine-tool firms since the war is a good illustration of the operation of 
this incentive.) 

Recent easements in company taxation, especially the more rapid 
write-off allowed on capital formation and research and the indefinite 
carry-forward of losses, reinsure the lender as well as reducing the risks 
of a company embarking on untried investments. Further, under British 
income tax, only stamp duties stand in the way of a free switching of 
investments if desired, once the growth stage of a venture had passed. This 
imparts a very desirable flexibility. The opposite side to these advantages 
is that there is nothing in the tax system to curb a stock exchange boom, 
and consequent realization of capital gains. Apart from the effect of a 
credit squeeze, of which under modern conditions we have as yet too little 
experience, there are, however, two possibilities of moderating the oppor- 
tunities for stock exchange speculation if it becomes excessive. Stamp 
duties could be drastically increased, and on the other hand the powers 
of the Inland Revenue to charge intended evasion of surtax through 
capital gains at surtax rates could be extended. Since 1920 there has been 
steady progress in this direction, interrupted only during the exceptional 
situation of the war and its immediate aftermath.” 

Compared to British income tax an expenditure tax (unaccompanied by 
a capital gains tax) would probably also favour investment for apprecia- 
tion, at least wherever a high value was placed on long-period accumula- 
tion. Since, however, there is little evidence that this form of investment 


1 Cf. C. M. Kennedy, ‘Stamp Duties as a Capital Gains Tax’, R.Z.S., June 1956. 
* Cf. Inland Revenue Memo. on The Taxation of Capital Gains, Final Report of R.C. 
Appendix. 
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is very common, the stimulating effects of an expenditure tax on risk- 
bearing would probably be less definite than those of British income tax 
The presence of a capital gains tax would be definitely disincentive to 
this type of risk-bearing, since whenever a switch of holdings took place 
the capital appreciation would be taxed, whether or not the funds were 
reinvested. This of course assumes that the capital gains tax is set at a rate 
high enough to be deterrent, which is almost certainly not the case with 
the American tax. 

On the other hand, when we consider the effect of British taxes (income 
tax and death duties) on direct investment, say in a family business, it is 
evident that the situation is not so good. If the reform in death duties 
suggested above were carried out this would be a tremendous improve- 
ment; but the difficulty of building up reserves when they are subject to 
high rates of profits tax would still remain. In this one case long-period 
accumulation without the intention to realize is of real importance, and 
consequently the advantages of an expenditure tax would be substantial. 
This problem, however, needs to be seen against the wide background of 
the structure of industry, and the contribution to growth which can be 
expected from the small firm. This is a matter on which opinions differ 
very much; on the whole Americans seem to take a more rosy view of 
the contribution of the small company than is usual in this country. In 
any case the importance of the problem hardly seems to warrant a major 
change in the tax structure. 


IV 


We come finally to the vexed question of the taxation of company 
profits, that is mainly of profits not intended for distribution. Of all the 
changes which have taken place in direct taxation since the beginning of 
the war none is more striking and significant than the changed relation 
between personal and impersonal taxation. In spite of the extension of 
personal income tax from 3 to 17 million persons the revenue derived from 
profits taxation has increased by a much higher percentage than that 
derived from ‘personal incomes. This is even more striking in the U.S.A. 
and Canada than in this country. The heavy taxation of undistributed 
profits started with war excess profits taxes and continued in post-war 
profits taxes. Such heavy taxation of funds ready and available for growth 
has little rationale, except the consideration that companies de not have 
votes. This being so, as the Royal Commission found to their chagrin, 
there is little hope of a substantial reduction in company taxation unless 
economic prospects turn drastically for the worse, and the aim of a growth 
tax should rather be to encourage a high rate of investment in general, 
with provisions for a curb if it should temporarily become too high, and 
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with especial stimulus to research and innovation. Before discussing 
measures which might be taken along these lines we must glance briefly 
at the implications of the present form of company taxation. 

Company directors all agree in hating profits tax, not deterred by the 
unwillingness of chancellors to listen to their plaints. As Mr. Kaldor 
shows,! they tend to argue somewhat inconsistently (i) on the one hand 
that profits tax tends to raise prices (if so it cannot lower profits, or at 
least not proportionately) and thus injures our export position. This 
of course implies that the tax is shifted to consumers. (ii) On the other 
hand they contend that because of the high taxation of reserves, insufficient 
funds are available for expansion. It could of course be the case that an 
experienced shortage of funds was the result of personal progressive 
taxation and not of impersonal taxation, but that is quite another 
argument. 

Unfortunately, in spite of all the efforts by the statisticians,? there is not 
sufficient evidence in the post-war data to draw any conclusions as to the 
availability of funds which would be valid for a less abnormal period. Mr. 
Kaldor agrees with most economists in holding that, save in exceptional 
circumstances, profits taxes are not passed on in higher prices, although 
he claims that in the very long period they probably are in an indirect 
way (this sounds to me suspiciously like the long period in which we are 
all dead). The distinction, however, is important for Mr. Kaldor’s argu- 
ment, because he finds the rationale of the taxation of undistributed profits 
to be as a means of taxing the capital appreciation of security holdings. 
If in fact (even if only after years and years) a rise in prices puts the 
charge on consumers and not on shareholders, the tax is ineffective for 
this supposed purpose. 

I would maintain that the prospect of appreciation is something to be 
encouraged rather than taxed, since it is a powerful stimulus to risk 
taking, and hence indirectly of hard work. If we do want a rationalization 
of profits taxation (other than mere convenience) I would prefer to find 
it in the completion of personal income tax. The undistributed profits 
belong to the shareholders; it would be unjust if they were untaxed 
(incidentally it would also give such a strong stimulus to the over-retention 
of profits in the firm that the Inland Revenue might find it difficult to 
control). But since non-distributed profits are more like forced saving 
than available income, it is only reasonable that the shareholders should 
be taxed on them at less than surtax rates. In this connexion it should be 
noticed (as often seems to be forgotten) that ‘ordinary shareholders’ are 





1 Kaldor, op. cit., p. 146. 
® Especially P. Redfern, ‘Net Investment in Fixed Assets in the U.K. 1938-1953’, J.R.S.S., 


1955. 
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not a class apart (to be identified perhaps with ‘stock exchange tycoons’ ?). a 
Anyone with a little surplus over current needs can buy ordinary shares ; al 
if he buys through a ‘unit trust’ he enjoys as good a risk spread as a large p 
investor ; if he takes out an insurance policy the company gives him the re 
advantage of its accumulated expertise. a 

Hence apart from the fact that I regard the present taxation of profits c 
as uncomfortably high (and if it could be substantially reduced it might tl 
be possible to get rid of that new incubus the separate profits tax), there 
are in my view two separate, but linked, mistakes about the present ’ 
treatment of company profits when considered in relation to growth. In 
the first place the differential between distributed and undistributed 
profits is an encumbrance which is almost certainly harmful and should 
be abolished as fast as can be managed in view of possible hardship on 
firms which have distorted their distribution policy on account of it. This 
was one of the points on which the whole Royal Commission was most 
emphatically united. 

Secondly, ‘voluntary’ dividend restraint should not be encouraged. If 
the economic situation calls for a sudden reduction in investment let it be ; 
done fairly and squarely by a temporary increased tax on total profits. 
Reform in this matter would make it easier to control the volume of 
investment in three ways. If firms were never allowed to become very 
liquid they would have to go to the public for a large expansion of the 
business ; they would then be subject directly to credit controls and the 
market mechanism. Secondly, the abolition of the discrimination in 
favour of undistributed profits would restore the position in which there 
is no tax induced distortion of the economic calculus of firms. Finally, 4? 
in respect of the closely controlled firm it would make it very much easier 
for the Inland Revenue to challenge the over-retention of profits with a 
view to avoiding surtax. 

If, however, we cannot look forward to a substantial reduction in the 
total taxation of profits, as seems to be the case, it is of the utmost 
importance to see that every means is taken within the tax to encourage 
investment which promotes growth. In this respect British taxes are now 
very much more sensible than they were before the war. The indefinite 
carry-forward of losses makes it almost certain that capital will not 
ultimately be lost ; the shortening of the period of depreciation is an impor- 
tant re-insurance against unforeseeable obsolescence, as well as against 
price changes. Finally, the tacit permission to use either straight-line or 
reducing-balance depreciation (or even a combination of both), according + 
to the circumstances and type of the business, gives additional flexibility 
to investment policy. 

There remains also the device of varying the pace of investment through | 
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alterations in the allocation of depreciation allowances over time (initial 
allowances). It is clear that firms do not care for this device, and much 
prefer the steady ‘investment allowance’ which also gives them a net 
reduction in liability and not only an interest-free loan. The varying 
allowance can obviously be upsetting to business calculations, but it is not 
clear that it need cause a major upset to plans. The opposite side of this is 
the flexibility imparted to investment control (both general and selective), 
which is too convenient a weapon to sacrifice lightly. A much greater 
upset to business prospects can easily be caused by careless over-investment 
in the public sector, necessitating a credit contraction later. All of these 
inducements to invest (or to undertake research) in lines promoting growth 
would naturally operate as well or better with lower taxation of profits 
in general. On all of this I think Mr. Kaldor is in complete agreement, 
if we grant (as I think he would) that the complete abolition of the tax on 
undistributed profits and the substitution of a tax (subsidy) falling only 
on investment is not practical. 

If I might now sum up my priorities for gearing British direct taxes 
more directly to stimulate economic growth than they do at present, they 
would be these: (i) measures to increase the inequality of incomes func- 
tional for development, especially a softening of the income tax progression 
in the middle income ranges through raising the ceiling on earned income 
relief and family allowances, including an abolition of the means test for 
university or technical scholarships (if desired above a certain point the 
scholarship could be taxed with the parents’ income) ; (ii) measures within 
surtax to reduce non-functional inequalities of spending power, especially 
the manoeuvring of capital gains to avoid surtax ; (iii) the formal incidence 
of death duties to be transferred to legatees, where they would be assessed 
progressively on their total estates ; (iv) the differential between distributed 
and undistributed profits to be abolished and the full working of variable 
initial allowances to be restored. These are modest requests, and none 
would appear to imply administrative unknowns. The sacrifice of revenue 
would be small, except perhaps in respect of death duties, and that as we 
know has no real functional significance in its present form. The cumula- 
tive effect of the reforms could well be decisive. 
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